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THE PROBLEM OF SOCIAL COST 


R. H. COASE 
University of Virginia 


I. THe ProsptemM To Be EXAMINED! 


ten paper is concerned with those actions of business firms which have 
harmful effects on others. The standard example is that of a factory the smokd 
from which has harmful effects on those occupying neighbouring properties. 
The economic analysis of such a situation has usually proceeded in terms of a 
divergence between the private and social product of the far.ory, in which 
economists have largely followed the treatment of Pigou in The Economics of 
Welfare. The conclusions to which this kind of analy-is seems to have led} 
most economists is that it would be desirable to make the owner of the factory { | 
liable for the damage caused to those injured by the smoke, or alternatively/ 

to place a tax on the factory owner varying with the amount of smoke pro- 

duced and equivalent in money terms to the damage it would cause, or finally, | 
to exclude the factory from residential districts)(and presumably from othery " 


This article, although concerned with a technical problem of economic analysis, arose 
out of the study of the Political Economy of Broadcasting which I am now conducting. 
The argument of the present article was implicit in a previous article dealing with the 
problem of allocating radio and television frequencies (The Federal Communications 
Commission, 2 J. Law & Econ. [1959]) but comments which I have received seemed to 
suggest that it would be desirable to deal with the question in a more explicit way and 
without reference to the original problem for the solution of which the analysis was de- 
veloped. 
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areas in which the emission of smoke would have harmful effects on others). 
It is my contention that the suggested courses of action are inappropriate, inh 
that they lead to results which are not necessarily, or even usually, desirable. 


II. THe Recrprocat NATURE OF THE PROBLEM 


The traditional approach has tended to obscure the nature of the choice 
that has to be made. The question is commonly thought of as one in which A 
inflicts harm on B and what has to be decided is: how should we restrain A? 
But this is wrong. We are dealing with a problem of a |feciprocal nature.,To 
avoid the harm to B would inflict harm on A. The real question that has to be 
decided is: should A be allowed to harm B or should B be allowed to harm A? 
The problem is to avoid the more _ setious harm. )I instanced in my previous 
article? the case of a confectioner the noisé~and vibrations from whose ma- 
chinery disturbed a doctor in his work. To avoid harming the doctor would 
inflict harm on the confectioner. The problem posed by this case was essential- 
ly whether it was worth while, as a result of restricting the methods of produc- 
tion which could be used by the confectioner, to secure more doctoring at the 
cost of a reduced supply of confectionery products. Another example is 
afforded by the problem of straying cattle which destroy crops on neighbour- 
ing land. If it is inevitable that some cattle will stray, an increase in the sup- 
ply of meat can only be obtained at the expense of a decrease in the supply of 
crops. The nature of the choice is clear: meat or crops. What answer should) 
be given is, of course, not clear unless we know the value of what is obtained 
as well as the value of what is sacrificed to obtain it. To give another exampl 
Professor George J. Stigler instances the contamination of a stream.* If we 
assume that the harmful effect of the pollution is that it kills the fish, the\ 
question to be decided is: is the value of the fish lost greater or less than the | 
value of the product which the contamination of the stream makes possible. | 
It goes almost without saying that this problem has to be looked at in total | 
and at the margin. 





III. THe Prictinc SYSTEM WITH LIABILITY FOR DAMAGE 


\ I propose to start my analysis by examining a case in which most econo- 
: ists would presumably agree that the problem would be solved in a com- 
pletely satisfactory manner: when the damaging business has to pay for all 
damage caused and the pricing system works smoothly (strictly this means 
that the operation of a pricing system is without cost). 
A good example of the problem under discussion is afforded by the case of 
straying cattle which destroy crops growing on neighbouring land. Let us sup- 
pose that a farmer and a cattle-raiser are operating on neighbouring proper- } 


rr CT OOOO 


* Coase, The Federal Communications Commission, 2 J. Law & Econ. 26-27 (1959). 
* G. J. Stigler, The Theory of Price 105 (1952). 
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ties. Let us further suppose that, without any fencing between the properties, 
an increase in the size of the cattle-raiser’s herd increases the total damage 
to the farmer’s crops. What happens to the marginal damage as the size of the 
herd increases is another matter. This depends on whether the cattle tend to 
follow one another or to roam side by side, on whether they tend to be more 
or less restless as the size of the herd increases and on other similar factors. 
For my immediate purpose, it is immaterial what assumption is made about 
marginal damage as the size of the herd increases. 

To simplify the argument, I propose to use an arithmetical example. I shall 
assume that the annyal cost of fencing the farmer’s property is $9 and that 
the price of the crop is $1 per ton. Also, I assume that the relation between 
the number of cattle in the herd and the annual crop loss is as follows: 


Number in Herd Annual Crop Loss Crop Loss per Additional 
(Steers) (Tons) Steer (Tons) 
1 1 1 
2 3 2 
3 6 3 
4 10 4 


Given that the cattle-raiser is liable for the damage caused, the additional 
annual cost imposed on the cattle-raiser if he increased his herd from, say, 2 
to 3 steers is $3 and in deciding on the size of the herd, he will take this into 
account along with his other costs. That is, he will not increase the size of the ~ 
herd unless the value of the additional meat produced (assuming that the 
cattie-raiser slaughters the cattle), is greater than the additional costs that 
this will entail, including the value of the additional crops destroyed. Of 
course, if, by the employment of dogs, herdsmen, aeroplanes, mobile radio and 
other means, the amount of damage can be reduced, these means will be 
adopted when their cost is less than the value of the crop which they prevent 
being lost. Given that the annual cost of fencing is $9, the cattle-raiser who 
wished to have a herd with 4 steers or more would pay for fencing to be 
erected and maintained, assuming that other means of attaining the same end 
would not do so more cheaply. When the fence is erected, the marginal cost 
due to the liability for damage becomes zero, except to the extent that an 
increase in the size of the herd necessitates a stronger and therefore more 
expensive fence because more steers are liable to lean against it at the same 
time. But, of course, it/(may be cheaper for the cattle-raiser not to fence and to 
pay for the damaged crops, as in my arithmetical example, with 3 or fewer 
steers. 

It might be thought that the fact that the cattle-raiser would pay for all 
crops damaged would lead the farmer to increase his planting if a cattle-raiser 
came to occupy the neighbouring property. But this is not so. If the crop was 
previously sold in conditions of perfect competition, marginal cost was equal 
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to price for the amount of planting undertaken and any expansion would have 
reduced the profits of the farmer. In the new situation, the existence of crop 
damage would mean that the farmer would sell less on the open market but 
his receipts for a given production would remain the same, since the cattle- 
raiser would pay the market price for any crop damaged. Of course, if cattle- 
raising commonly involved the destruction of crops, the coming into existence 
of a cattle-raising industry might raise the price of the crops involved and 
farmers would then extend their planting. But I wish to confine my attention 
to the individual farmer. 

I have said that the occupation of a neighbouring property by a cattle- 
raiser would not cause the amount of production, or perhaps more exactly the 
amount of planting, by the farmer to increase. In fact, if the cattle-raising has 
any effect, it will be to decrease the amount of planting. The reason for this 
is that, for any given tract of land, if the value of the crop damaged is so 
great that the receipts from the sale of the undamaged crop are less than the 
total costs of cultivating that tract of land, it will be profitable for the farmer 
and the cattle-raiser to make a bargain whereby that tract of land is left un- 
cultivated. This can be made clear by means of an arithmetical example. 
Assume initially that the value of the crop obtained from cultivating a given 
tract of land is $12 and that the cost incurred in cultivating this tract of land 
is $10, the net gain from cultivating the land being $2. I assume for purposes 
of simplicity that the farmer owns the land. Now assume that the cattle- 
raiser starts operations on the neighbouring property and that the value of the 
crops damaged is $1. In this case $11 is obtained by the farmer from sale on 
the market and $1 is obtained from the cattle-raiser for damage suffered and 
the net gain remains $2. Now suppose that the cattle-raiser finds it profitable 
to increase the size of his herd, even though the amount of damage rises to $3; 
which means that the value of the additional meat production is greater than 
the additional costs, including the additional $2 payment for damage. But the 
total payment for damage is now $3. The net gain to the farmer from cultivat- 
ing the land is still $2. The cattle-raiser would be better off if the farmer 
would agree not to cultivate his land for any payment less than $3. The 
farmer would be agreeable to not cultivating the land for any payment greater 
than $2. There is clearly room for a mutually satisfactory bargain which 
would lead to the abandonment of cultivation. But the same argument 
applies not only to the whole tract cultivated by the farmer but also to any 


“The argument in the text has proceeded on the assumption that the alternative to 
cultivation of the crop is abandonment of cultivation altogether. But this need not be so. 
There may be crops which are less liable to damage by cattle but which would not be as 
profitable as the crop grown in the absence of damage. Thus, if the cultivation of a new 
crop would yield a return to the farmer of $1 instead of $2, and the size of the herd which 
would cause $3 damage with the old crop would cause $1 damage with the new crop, it 
would be profitable to the cattle-raiser to pay any sum less than $2 to induce the farmer 
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subdivision of it. Suppose, for example, that the cattle have a well-defined 
route, say, to a brook or to a shady area. In these circumstances, the amount 
of damage to the crop along the route may well be great and if so, it could be 
that the farmer and the cattle-raiser would find it profitable to make a bargain 
whereby the farmer would agree not to cultivate this strip of land. 

But this raises a further possibility; Suppose that there is such a well- 
defined route. Suppose further that ‘the value of the crop that would be ob- 
tained by cultivating this strip of land is $10 but that the cost of cultivation 
is $11. In the absence of the cattle-raiser, the land would not be cultivated. 
However, given the presence of the cattle-raiser, it could well be that if the 
strip was cultivated, the whole crop would be destroyed by the cattle. In 
which case, the cattle-raiser would be forced to pay $10 to the farmer. It is 
true that the farmer would lose $1. But the cattle-raiser would lose $10. Clear- 
ly this is a situation which is not likely to last indefinitely since neither party 
would want this to happen. The aim of the farmer would be to induce the 
cattle-raiser to make a payment in return for an agreement to leave this land 
uncultivated. The farmer would not be able to obtain a payment greater than 
the cost of fencing off this piece of land nor so high as to lead the cattle- 
raiser to abandon the use of the neighbouring property. What payment would 
in fact be made would depend on the shrewdness of the farmer and the cattle- 
raiser as bargainers. But as the payment would not be so high as to cause the 
cattle-raiser to abandon this location and as it would not vary with the size 
of the herd, such an agreement would not affect the allocation of resources but 
would merely alter the distribution of income and wealth as between the 
cattle-raiser and the farmer. 

I think it is clear that if the cattle-raiser is liable for damage caused and 
the pricing system works smoothly, the reduction in the value of production 
elsewhere will be taken into account in computing the additional cost involved 
in increasing the size of the herd. This cost will be weighed against the value 
of the additional meat production and, given perfect competition in the cattle 
industry, the allocation of resources in cattle-raising will be optimal. What 
needs to be emphasized is that the fall in the value of production elsewhere 
which would be taken into account in the costs of the cattle-raiser may well 
be less than the damage which the cattle would cause to the crops in the ordi- 
nary course of events. This is because it is possible, as a result of market 
transactions, to discontinue cultivation of the land. This is desirable in all 


to change his crop (since this would reduce damage liability from $3 to $1) and it would 
be profitable for the farmer to do so if the amount received was more than $1 (the reduc- 
tion in his return caused by switching crops). In fact, there would be room for a mutually 
satisfactory bargain in all cases in which a change of crop would reduce the amount of 
damage by more than it reduces the value of the crop (excluding damage)—in all cases, 
that is, in which a change in the crop cultivated would lead to an increase in the value of 
production. 
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cases in which the damage that the cattle would cause, and for which the 
cattle-raiser would be willing to pay, exceeds the amount which the farmer 
would pay for use of the land. In conditions of perfect competition, the 
amount which the farmer would pay for the use of the land is equal to the 
difference between the value of the total production when the factors are 
employed on this land and the value of the additional product yielded in their 
next best use (which would be what the farmer would have to pay for the 
factors). If damage exceeds the amount the farmer would pay for the use of 
the land, the value of the additional product of the factors employed elsewhere 
would exceed the value of the total product in this use after damage is taken 
into account. It follows that it would be desirable to abandon cultivation of 
the land and to release the factors employed for production elsewhere. {A 
precedure which merely provided for payment for damage to the crop caused 
by the cattle but which did not allow for the possibility of cultivation being 
discontinued would result in too small an employment of factors of produc- 
tion in cattle-raising and too large an employment of factors in cultivation of 
the crop. But given the possibility of market transactions, a situation in which 
damage to crops exceeded the rent of the land would not endure. Whether 
the cattle-raiser pays the farmer to leave the land uncultivated or himself rents 
the land by paying the land-owner an amount slightly greater than the 
farmer would pay (if the farmer was himself renting the land), the final result 
would be the same and would maximise the value of production. Even when 
the farmer is induced to plant crops which it would not be profitable to culti- 
vate for sale on the market, this will be a purely short-term phenomenon and 
may be expected to lead to an agreement under which the planting will cease. 
The cattle-raiser will remain in that location and the marginal cost of meat 
production will be the same as before, thus having no long-run effect on the 
allocation of resources. 


IV. THe Prictinc SystEM witH No LIABILITY FOR DAMAGE 


I now turn to the case in which, although the pricing system is assumed-te 
\ work smoothly (that is, costlessly), the damaging business is not liable for 
any of the damage which it causes. This business does not have to make ay 
payment to those damaged by its actions I propose to show that the aiece- | 
tion of resources will be the same in this case as it was when the damaging 
business was liable for damage caused. As I showed in the previous case that | 
the allocation of resources was optimal, it will not be necessary to repeat this | 
part of the argument. 

I return to the case of the farmer and the cattle-raiser. The farmer would 
suffer increased damage to his crop as the size of the herd increased. Suppose 
that the size of the cattle-raiser’s herd is 3 steers (and that this is the size of 
the herd that would be maintained if crop damage was not taken into 
account). Then the farmer would be willing to pay up to $3 if the cattle- 
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raiser would reduce his herd to 2 steers, up to $5 if the herd were reduced to 
1 steer and would pay up to $6 if cattle-raising was abandoned. The cattle- 
raiser would therefore receive $3 from the farmer if he kept 2 steers instead of 
3. This $3 foregone is therefore part of the cost incurred in keeping the third 
steer. Whether the $3 is a payment which the cattle-raiser has to make if he 
adds the third steer to his herd (which it would be if the cattle-raiser was 
liable to the farmer for damage caused to the crop) or whether it is a sum of 
money which he would have received if he did not keep a third steer (which 
it would be if the cattle-raiser was not liable to the farmer for damage caused 
to the crop) does not affect the final result. In both cases $3 is part of the 
cost of adding a third steer, to be included along with the other costs. If the 
increase in the value of production in cattle-raising through increasing the size 
of the herd from 2 to 3 is greater than the additional costs that have to be 
incurred (including the $3 damage to crops), the size of the herd will be in- 
creased. Otherwise, it will not. The size of the herd will be the same whether 
the cattle-raiser is liable for damage caused to the crop or not. 

It may be argued that the assumed starting point—a herd of 3 steers—was 
arbitrary. And this is true. But the farmer would not wish to pay to avoid 
crop damage which the cattle-raiser would not be able to cause. For example, 
the maximum annual payment which the farmer could be induced to pay 
could not exceed $9, the annual cost of fencing. And the farmer would only be 
willing to pay this sum if it did not reduce his earnings to a level that would 
cause him to abandon cultivation of this particular tract of land. Furthermore, 
the farmer would only be willing to pay this amount if he believed that, in the 
absence of any payment by him, the size of the herd maintained by the cattle 
raiser would be 4 or more steers. Let us assume that this is the case. Then the 
farmer would be willing to pay up to $3 if the cattle raiser would reduce his 
herd to 3 steers, up to $6 if the herd were reduced to 2 steers, up to $8 if one 
steer only were kept and up to $9 if cattle-raising were abandoned. It will be 
noticed that the change in the starting point has not altered the amount which 
would accrue to the cattle-raiser if he reduced the size of his herd by any 
given amount. )It is still true that the cattle-raiser could receive an additional 
$3 from the farmer if he agreed to reduce his herd from 3 steers to 2 and that 
the $3 represents the value of the crop that would be destroyed by adding the 
third steer to the herd. Although a different belief on the part of the farmer 
(whether justified or not) about the size of the herd that the cattle-raiser 
would maintain in the absence of payments from him may affect the total 
payment he can be induced to pay, it is not true that this different belief 
would have any effect on the size of the herd that the cattle-raiser will actually 
keep. This will be the same as it would be if the cattle-raiser had to pay for 
damage caused by his cattle, since a receipt foregone of a given amount is the 
equivalent of a payment of the same amount. 

It might be thought that it would pay the cattle-raiser to increase his herd 
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above the size that he would wish to maintain once a bargain had been made, 
in order to induce the farmer to make a larger total payment.) And this may 
be true. It is similar in nature to the action of the farmer (when the cattle- 
raiser was liable for damage) in cultivating land on which, as a result of an 
agreement with the cattle-raiser, planting would subsequently be abandoned 
(including land which would not be cultivated at all in the absence of cattle- 
raising). But such manoeuvres are preliminaries to an agreement and do not 
affect the long-run equilibrium position, which is the same whether or not the 
cattle-raiser is held responsible for the crop damage brought about by his 
cattle. 

It is necessary to know whether the damaging business is liable or not for 
damage caused since without the establishment of this initial delimitation of 
rights there can be no market transactions to transfer and recombine them. 
But the ultimate result (which maximises the value of production) is inde- 
pendent of the legal position if the pricing system is assumed to work without 
cost. 


V. THe PROBLEM ILLUSTRATED ANEW 


te 


The harmful effects of the activities of a business can assume a wide variety 


of forms. An early English case concerned a building which, by obstructing 
currents of air, hindered the operation of a windmill.5 A recent case in Florida 
concerned a building which cast a shadow on the cabana, swimming pool and 
sunbathing areas of a neighbouring hotel. The problem of straying cattle 
and the damaging of crops which was the subject of detailed examination in 
the two preceding sections, although it may have appeared to be rather a 
special case, is in fact but one example of a problem which arises in many 
different guises. To clarify the nature of my argument and to demonstrate its | 











general applicability, I propose to illustrate it anew by reference to four 


actual cases. 

Let us first reconsider the case of Sturges v, Bridgman’ which I used as an 
illustration of the general problem in my article on “The Federal Communi- 
cations Commission.” In this case, a confectioner (in Wigmore Street) used 
two mortars and pestles in connection with his business (one had been in 
operation in the same position for more than 60 years and the other for more 
than 26 years). A doctor then came to occupy neighbouring premises (in 
Wimpole Street). The confectioner’s machinery caused the doctor no harm 
until, eight years after he had first occupied the premises, he built a consulting 
room at the end of his garden right against the confectioner’s kitchen. It was 
then found that the noise and vibration caused by the confectioner’s machin- 


*See Gale on Easements 237-39 (13th ed. M. Bowles 1959). 
*See Fontainebleu Hotel Corp. v. Forty-Five Twenty-Five, Inc., 114 So. 2d 357 (1959). 
711 Ch. D. 852 (1879). 
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ery made it difficult for the doctor to use his new consulting room. “In partic- 
ular .. . the noise prevented him from examining his patients by auscultation® 
for diseases of the chest. He also found it impossible to engage with effect in 
any occupation which required thought and attention.” The doctor therefore 
brought a legal action to force the confectioner to stop using his machinery. 
The courts had little difficulty in granting the doctor the injunction he 
sought. “Individual cases of hardship may occur in the strict carrying out of 
the principle upon which we found our judgment, but the negation of the 
principle would lead even more to individual hardship, and would at the same 
time produce a prejudicial effect upon the development of land for residential 
purposes.” 

The court’s decision established that the doctor had the right to prevent 
the confectioner from using his machinery. But, of course, it would have been 
possible to modify the arrangements envisaged in the legal ruling by means of 
a bargain between the parties. The doctor would have been willing to waive 
his right and allow the machinery to continue in operation if the confectioner 
would have paid him a sum of money which was greater than the loss of in- 
come which he would suffer from having to move to a more costly or less con- 
venient location or from having to curtail his activities at this location or, as 
was suggested as a possibility, from having to build a separate wall which 
would deaden the noise and vibration. The confectioner would have been will- 
ing to do this if the amount he would have to pay the doctor was less than the 
fall in income he would suffer if he had to change his mode of operation at 
this location, abandon his operation or move his confectionery business to 
some other location. The solution of the problem depends essentially on 
whether the continued use of the machinery adds more to the confectioner’s 
income than it subtracts from the doctor’s.? But now consider the situation if 
the confectioner had won the case. The confectioner would then have had the 
right to continue operating his noise and vibration-generating machinery 
without having to pay anything to the doctor. The boot would have been on 
the other foot: the doctor would have had to pay the confectioner to induce 
him to stop using the machinery. If the doctor’s income would have fallen 
more through continuance of the use of this machinery than it added to the 
income of the confectioner, there would clearly be room for a bargain whereby 
the doctor paid the confectioner to stop using the machinery. That is to say, 
the circumstances in which it would not pay the confectioner to continue to 
use the machinery and to compensate the doctor for the losses that this would 
bring (if the doctor had the right to prevent the confectioner’s using his 


* Auscultation is the act of listening by ear or stethoscope in order to judge by sound 
the condition of the body. 


* Note that what is taken into account is the change in income after allowing for altera- ~~ 


tions in methods of production, location, character of product, etc. 
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machinery) would be those in which it would be in the interest of the doctor 
to make a payment to the confectioner which would induce him to discontinue 
the use of the machinery (if the confectioner had the right to operate the 
machinery). The basic conditions are exactly the same in this case as the 
were in the example of the cattle which destroyed crops. With costless market 
transactions, the decision of the courts concerning liability for damage would 
be without effect on the allocation of resources. It was of course the view } 
of the judges that they were affecting the working of the economic system— 
and in a desirable direction. Any other decision would have had “a prej- 
udicial effect upon the development of land for residential purposes,” an 
argument which was elaborated by examining the example of a forge op- 
erating on a barren moor, which was later developed for residual pur- 
poses. The judges’ view that they were settling how the land was to be 
used would be true only in the case in which the costs of carrying out the 
necessary market transactions exceeded the gain which might be achieved by 
any rearrangement of rights. And it would be desirable to preserve the areas 
(Wimpole Street or the moor) for residential or professional use (by giving 
non-industrial users the right to stop the noise, vibration, smoke, etc., by in- 
junction) only if the value of the additional residential facilities obtained was 
greater than the value of cakes or iron lost. But of this the judges seem to 
have been unaware. 

Another example of the same problem is furnished by the case of Cooke v. _ 
Forbes.” One process in the weaving of cocoa-nut fibre matting was to im- 
merse it in bleaching liquids after which it was hung out to dry. Fumes from 
a manufacturer of sulphate of ammonia had the effect of turning the matting 
from a bright to a dull and blackish colour. The reason for this was that the 
bleaching liquid contained chloride of tin, which, when affected by sul- 
phuretted hydrogen, is turned to a darker colour. An injunction was sought 
to stop the manufacturer from emitting the fumes. The lawyers for the de- 
fendant argued that if the plaintiff “were not to use . . . a particular bleaching 
liquid, their fibre would not be affected; that their process is unusual, not 
according to the custom of the trade, and even damaging to their own fabrics.” 
The judge commented: “. . . it appears to me quite plain that a person has a 
right to carry on upon his own property a manufacturing process in which he 
uses chloride of tin, or any sort of metallic dye, and that his neighbour is not 
at liberty to pour in gas which will interfere with his manufacture. If it can 
be traced to the neighbour, then, I apprehend, clearly he will have a right to 
come here and ask for relief.” But in view of the fact that the damage was 
accidental and occasional, ihat careful precautions were taken and that there 
was no exceptional risk, an injunction was refused, leaving the plaintiff to 
bring an action for damages if he wished. What the subsequent developments 


*L. R. 5 Eq. 166 (1867-1868). 























THE PROBLEM OF SOCIAL COST 11 


were I do not know. But it is clear that the situation is essentially the same 
as that found in Sturges v. Bridgman, except that the cocoa-nut fibre matting 
manufacturer could not secure an injunction but would have to seek damages 
from the sulphate of ammonia manufacturer. The economic analysis of the 
situation is exactly the same as with the cattle which destroyed crops. To 
avoid the damage, the sulphate of ammonia manufacturer could increase his | 
precautions or move to another location. Either course would presumably 
increase his costs. Alternatively he could pay for the damage. This he would 
do if the payments for damage were less than the additional costs that would 
have to be incurred to avoid the damage. The payments for damage woul 
then become part of the cost of production of sulphate of ammonia. Of course, 
if, as was suggested in the legal proceedings, the amount of damage could be 
eliminated by changing the bleaching agent (which would presumably in- 
crease the costs of the matting manufacturer) and if the additional cost was 
less than the damage that would otherwise occur, it should be possible for the 
two manufacturers to make a mutually satisfactory bargain whereby the new 
bleaching agent was used. Had the court decided against the matting manu- 
facturer, as a consequence of which he would have had to suffer the damage 
without compensation, the allocation of resources would not have been 
affected. It would pay the matting manufacturer to change his bleaching 
agent if the additional cost involved was less than the reduction in damage. 
And since the matting manufacturer would be willing to pay the sulphate of 
ammonia manufacturer an amount up to his loss of income (the increase in 
costs or the damage suffered) if he would cease his activities, this loss of in- 
come would remain a cost of production fot the manufacturer of sulphate of 
ammonia. This case is indeed analytically exactly the same as the cattle 
example. 

Bryant v. Lefever™ raised the problem of the smoke nuisance in a novel 
form. The plaintiff | and the defendants were occupiérs of adjoining houses, 
which were of about the same height. 


Before 1876 the plaintiff was able to light a fire in any room of his house without 
the chimneys smoking; the two houses had remained in the same condition some 
thirty or forty years. In 1876 the defendants took down their house, and began to 
rebuild it. They carried up a wall by the side of the plaintiff’s chimneys much beyond 
its original height, and stacked timber on the roof of their house, and thereby 
caused the plaintiff's chimneys to smoke whenever he lighted fires. 


The reason, of course, why the chimneys smoked was that the erection of the 
wall and the stacking of the timber prevented the free circulation of air. In a 
trial before a jury, the plaintiff was awarded damages of £40. The case then 
went to the Court of Appeals where the judgment was reversed. Bramwell, 
L.J., argued: 


™4C.P.D. 172 (1878-1879). 
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. . it is said, and the jury have found, that the defendants have done that which 
caused a nuisance to the plaintiff's house. We think there is no evidence of this. No 
doubt there is a nuisance, but it is not of the defendant’s causing. They have done 
nothing in causing the nuisance. Their house and their timber are harmless enough. 
It is the plaintiff who causes the nuisance by lighting a coal fire in a place the 
chimney of which is placed so near the defendants’ wail, that the smoke does not 
escape, but comes into the house. Let the plaintiff cease to light his fire, let him 
move his chimney, let him carry it higher, and there would be no nuisance. Who then, 
causes it? It would be very clear that the plaintiff did, if he had built his house 
or chimney after the defendants had put up the timber on theirs, and it is really 
the same though he did so before the timber was there. But (what is in truth the 
same answer), if the defendants cause the nuisance, they have a right to do so. If 
the plaintiff has not the right to the passage of air, except subject to the defendants’ 
right to build or put timber on their house, then his right is subject to their right, 
and though a nuisance follows from the exercise of their right, they are not liable. 


And Cotton, L.J., said: 


Here it is found that the erection of the defendants’ wall has sensibly and ma- 
terially interfered with the comfort of human existence in the plaintiff’s house, and 
it is said this is a nuisance for which the defendants are liable. Ordinarily this is so, 
but the defendants have done so, not by sending on to the plaintiff’s property any 
smoke or noxious vapour, but by interrupting the egress of smoke from the plain- 
tiff’s house in a way to which . . . the plaintiff has no legal right. The plaintiff creates 
the smoke, which interferes with his comfort. Unless he has . . . a right to get rid 
of this in a particular way which has been interfered with by the defendants, he 
cannot sue the defendants, because the smoke made by himself, for which he has 
not provided any effectual means of escape, causes him annoyance. It is as if a man 
tried to get rid of liquid filth arising on his own land by a drain into his neighbour's 
land. Until a right had been acquired by user, the neighbour might stop the drain 
without incurring liability by so doing. No doubt great inconvenience would be 
caused to the owner of the property on which the liquid filth arises. But the act of 
his neighbour would be a lawful act, and he would not be liable for the consequences 
attributable to the fact that the man had accumulated filth without providing any 
effectual means of getting rid of it. 


I do not propose to show that any subsequent modification of the situation, 
as a result of bargains between the parties (conditioned by the cost of stack- 
ing the timber elsewhere, the cost of extending the chimney higher, etc.), 
would have exactly the same result whatever decision the courts had come to 
since this point has already been adequately dealt with in the discussion of the 
cattle example and the two previous cases. What I shall discuss is the argu- 
ment of the judges in the Court of Appeals that the smoke nuisance was not 
caused by the man who erected the wall but by the man who lit the fires. The 
novelty of the situation is that the smoke nuisance was suffered by the man 
who lit the fires and not by some third person. The question is not a trivial 








—— 





———— 
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one since it lies at the heart of the problem under discussion. Who caused the 
smoke nuisance? The answer seems fairly clear. The smoke nuisance was 
caused both by the man who built the wall and by the man who lit the fires. 
Given the fires, there would have been no smoke nuisance without the wall; 
given the wall, there would have been no smoke nuisance without the fires. 
Eliminate the wall or the fires and the smoke nuisance would disappear. On 
the marginal principle it is clear that both were responsible and both should 
be forced to include the loss of amenity due to the smoke as a cost in deciding 
whether to continue the activity which gives rise to the smoke. And given the 
possibility of market transactions, this is what would in fact happen. Al- 
though the wall-builder was not liable legally for the nuisance, as the man 
with the smoking chimneys would presumably be willing to pay a sum equal 
to the monetary worth to him of eliminating the smoke, this sum would there- 
fore become for the wall-builder, a cost of continuing to have the high wall 
with the timber stacked on the roof. 

The judges’ contention that it was the man who lit the fires who alone 
caused the smoke nuisance is true only if we assyme that the wall is the given 
factor. This is what the judges did by deciding that the man who erected the 
higher wall had a legal right to do so. The case would have been even more 
interesting if the smoke from the chimneys had injured the timber. Then it 
would have been the wall-builder who suffered the damage. The case would 
then have closely paralleled Sturges v. Bridgman and there can be little doubt 
that the man who lit the fires would have been liable for the ensuing damage 
to the timber, in spite of the fact that no damage had occurred until the high 
wall was built by the man who owned the timber. 

Judges have to decide on legal liability but this should not confuse econo- 
mists about the nature of the economic problem involved. In the case of the 
cattle and the crops, it is true that there would be no crop damage without the 
cattle. It is equally true that there would be no crop damage without the 
crops. The doctor’s work would not have been disturbed if the confectioner had 
not worked his machinery; but the machinery would have disturbed no one if 
the doctor had not set up his consulting room in that particular place. The 
matting was blackened by the fumes from the sulphate of ammonia manufac- 
turer; but no damage would have occurred if the matting manufacturer had 
not chosen to hang out his matting in a particular place and to use a particu- 
lar bleaching agent. If we are to discuss the problem in terms of causation, 
both parties cause the damage. If we are to attain an optimum allocation of 
resources, it is therefore desirable that both parties should take the harmful 
effect (the nuisance) into account in deciding on their course of action. It is 
one of the beauties of a smoothly operating pricing system that, as has already 


| 


‘ 


| 


been explained, the fall in the value of production due to the harmful effect 


would be a cost for both parties. 
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Bass v. Gregory’? will serve as an excellent final illustration of the problem. 
The plaintiffs were the owners and tenant of a public house called the Jolly 
Anglers. The defendant was the owner of some cottages and a yard adjoin- 
ing the Jolly Anglers. Under the public house was a cellar excavated in the 
rock. From the cellar, a hole or shaft had been cut into an old well situated 
in the defendant’s yard. The well therefore became the ventilating shaft for 
the cellar. The cellar “had been used for a particular purpose in the process 
of brewing, which, without ventilation, could not be carried on.” The cause of 
the action was that the defendant removed a grating from the mouth of the 
well, “so as to stop or prevent the free passage of air from [the] cellar up- 
wards through the well. . . .” What caused the defendant to take this step 
is not clear from the report of the case. Perhaps “the air . . . impregnated by 
the brewing operations” which “passed up the well and out into the open 
air” was offensive to him. At any rate, he preferred to have the well in his 
yard stopped up. The court had first to determine whether the owners of the 
public house could have a legal right to a current of air. If they were to 
have such a right, this case would have to be distinguished from Bryant v. 
Lefever (already considered). This, however, presented no difficulty. In this 
case, the current of air was confined to “a strictly defined channel.” In the 
case of Bryant v. Lefever, what was involved was “the general current of 
air common to all mankind.” The judge therefore held that the owners of 
the public house could have the right to a current of air whereas the owner 
of the private house in Bryant v. Lefever could not. An economist might be 
tempted to add “but the air moved all the same.” However, all that had been 
decided at this stage of the argument was that there could be a legal right, 
not that the owners of the public house possessed it. But evidence showed 
that the shaft from the cellar to the well had existed for over forty years and 
that the use of the well as a ventilating shaft must have been known to the 
owners of the yard since ‘he air, when it emerged, smelt of the brewing 
operations. The judge therefore held that the public house had such a right 
by the “doctrine of lost grat.” This doctrine states “that if a legal right is 
proved to have existed and been exercised for a number of years the law 
ought to presume that it had a legal origin.”** So the owner of the cottages 
and yard had to unstop the wei! and endure the smell. 


225 Q.B.D. 481 (1890). 

* Tt may be asked why a lost grant could not also be presumed in the case of the con- 
fectioner who had operated one mortar for more than 60 years. The answer is that until 
the doctor built the consulting room at the end of his garden there was no nuisance. So 
the nuisance had not continued for many years. It is true that the confectioner in his 
affidavit referred to “an invalid lady who occupied the house upon one occasion, about 
thirty years before” who “requested him if possible to discontinue the use of the mortars 
before eight o’clock in the morning” and that there was some evidence that the garden wall 
had been subjected to vibration. But the court had little difficulty in disposing of this line 
of argument: “. . . this vibration, even if it existed at all, was so slight, and the com- 
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The reasoning employed by the courts in determining legal rights will often 
seem strange to an economist because many of the factors on which the 
decision turns are, to an economist, irrelevant. Because of this, situations 
which are, from an economic point of view, identical will be treated quite 
differently by the courts. The economic problem in all cases of harmful effects '\, 
is how to maximise the value of production. In the case of Bass v. Gregory 
fresh air was drawn in through the well which facilitated the production of 
beer but foul air was expelled through the well which made life in the ad- 
joining houses less pleasant. The economic problem was to decide which to— 
choose: a lower cost of beer and worsened amenities in adjoining houses or 
a higher cost of beer and improved amenities. In deciding this question, the a 
“doctrine of lost grant” is about as relevant as the colour of the judge’s eyes. 
But it has to be remembered that the immediate question faced by the courts 
is not what shall be done by whom but who has the legal right to do what. 
It is always possible to modify by transactions on the market the initial legal 
delimitation of rights. And, of course, if such market transactions are costless, 
such a rearrangement of rights will always take place if it would lead to 
an increase in the value of production. 


VI. THe Cost oF MARKET TRANSACTIONS TAKEN INTO ACCOUNT 


The argument has proceeded up to this point/on the assumption (explicit > 
in Sections III and IV and tacit in Section V) that there were no costs in- 
volved in carrying out market transactions. This is, of course, a very un- / 
realistic assumption. In order to carry out a market transaction it is necessary ~ 
to discover who it is that one wishes to deal with, to inform people that one 
wishes to deal and on what terms, to conduct negotiations leading up to a 
bargain, to draw up the contract, to undertake the inspection needed to make 
sure that the terms of the contract are being observed, and so on. These 
operations are often extremely costly, sufficiently costly at any rate to m=) 
vent many transactions that would be carried out in a world in which the 
pricing system worked without cost. 

In earlier sections, when dealing with the problem of the rearrangement of 
legal rights through the market, it was argued that such a rearrangement 
would be made through the market whenever this would lead to an increase 
in the value of production. But this assumed costless market transactions, 
Once the costs of carrying out market transactions are taken into account 
it is clear that such a rearrangement of rights will only be undertaken when 
the increase in the value of production consequent upon the rearrangement 


plaint, if it can be called a complaint, of the invalid lady . . . was of so trifling a character, 
that ... the Defendant’s acts would not have given rise to any proceeding either at law or 
in equity” (11 Ch.D. 863), That is, the confectioner had not committed a nuisance until 
the doctor built his consulting room. 
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is greater than the costs which would be involved in bringing it about. When 
it is less, the granting of an injunction (or the knowledge that it would be 
granted) or the liability to pay damages may result in an activity being dis- 
continued (or may prevent its being started) which would be undertaken if 
market transactions were costless. In these conditions the initial delimita- 
tion of legal rights does have an effect on the efficiency with which the eco- 
i= system operates. One arrangement of rights may bring about a greater 
value of production than any other. But unless this is the arrangement of 
rights established by the legal system, the costs of reaching the same result 
by altering and combining rights through the market may be so great that 
this optimal arrangement of rights, and the greater value of production which 
it would bring, may never be achieved. The part played hy economic con- 
siderati : AERC , ; - ~ya 
next section. In this section, I will take the initial delimitation of rights and 
the costs-of carrying out market transactions as given. 
It is clear that an alternative form of economic organisation which could 
A achieve the same result at less cost than would be incurred by using the 
market would enable the value of production to be raised. As I explained 
many years ago, (fhe firn) represents such an alternative to organising pro- 
duction through ket’ transactions.1* Within the firm individual bargains 
between the various cooperating factors of production are eliminated and 
or a market transaction is substituted an administrative decision. The rear- 
rangement of production then takes place without the need for bargains 
between the owners of the factors of production/ A landowner who has con- 
trol of a large tract of land may devote his Tam to various uses taking into 
account the effect that the interrelations of the various activities will have 
on the net return of the land, thus rendering unnecessary bargains between 
those undertaking the various activities. Owners of a large building or of 
several adjoining properties in a given area may act in much the same way. 
In effect, using our earlier terminology, the firm would acquire the legal 
rights of all the parties and the rearrangement of activities would not follow 
on a rearrangement of rights by contract, but as a result of an administrative 
decision as to how the rights should be used. 
It does not, of course, follow that the administrative costs of organising 
a transaction through a firm are inevitably less than the costs of the market 
transactions which are superseded. But where contracts are peculiarly diffi- 
cult to draw up and an attempt to describe what the parties have agreed to 
do or not to do (e.g. the amount and kind of a smell or noise that they may 
make or will not make) would necessitate a lengthy and highly involved 
document, and, where, as is probable, a long-term contract would be desir- 





% See Coase, The Nature of the Firm, 4 Economica, New Series, 386 (1937). Reprinted in 
Readings in Price Theory, 331 (1952). 
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able;*° it would be hardly surprising if the emergence of a firm or the ex- 
tension of the activities of an existing firm was not the solution adopted on 
many occasions to deal with the problem of harmful effect T his solution 
would be adopted whenever the administrative costs of the firm were less than 
the costs of the market aneectisiay at it supersedes and the gains which 
would result from the rearrangeméfit of activities greater than the firm’s 
costs of organising them. I do not need to examine in great detail the char- 
acter of this solution since I have explained what is involved in my earlier 
article. 

But the firm is not the only possible answer to this problem. (The admin- 
istrative costs of organising transactions within the firm may also be high, 
and particularly so when many diverse activities are brought within the 
control of a single organisation. In the standard case of a smoke nuisance, 
which may affect a vast number of people engaged in a wide variety of activi- ( B 
ties, the administrative costs might well be so high as to make any attempt 
to deal with the problem within the confines of a single firm impossible. (An 
alternative solution is direct Goyernment regulation. Instead of instituting a 
legal system of rights which can be modified by transactions on the market, 
the/government may impose regulations which state what people must 4, 
must not do and which have to be obeyed. )Thus, the government (by statute 
or perhaps more likely through an administrative agency) may, to deal with 
the problem of smoke nuisance, decree that certain methods of production | 
should or should not be used (e.g. that smoke preventing devices should be 
installed or that coal or oil should not be burned) (or may confine certain 
types of business to certain districts (zoning regulations). 

The government is, in a sense, a super-firm)(but of a very special kind) 
since it is able to influence the use of factors of production by administrative\_ 
decision. But the ordinary firm is subject to checks in its operations because 
of the competition of other firms, which might administer the same activities , 
at lower cost and\also because there is always the alternative of market trans-” 
actions as against organisation within the firm if the administrative costs 
become too great.) The government is able, if it wishes, to avoid the market 
altogether, which a firm can never do) The firm has to make market agree- 
ments with the owners of the factors of production that it uses. Just as the 
government can conscript or seize property, so it can decree that factors of 
production should only be used in such-and-such a way. Such authoritarian 
methods save a lot of trouble (for those doing the organising). Furthermore, 
the government has at its disposal the police and the other law enforcement 
agencies to make sure that its regulations are carried out. 

It is clear that the government has powers which might enable it to get + 
some things done at a lower cost than could a private organisation (or at any 


i 


_ 


\ 


** For reasons explained in my earlier article, see Readings in Price Theory, n. 14 at 337. 
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rate one without special governmental powers). But the governmental ad- 
ministrative machine is not itself costless.) It can, in fact, on occasion be 
extremely costly.(Furthermore, there is no reason to suppose that the restric- 
tive and zoning regulations, made by a fallible administration subject to 
political pressures and operating without any competitive check, will nec- 
essarily always be those which increase the efficiency with which the eco- 
nomic system operates.) Furthermore, such general regulations which must 
apply to a wide variety of cases will be enforced in some cases in which they 
are clearly inappropriate. From these considerations it follows that direct 
governmental regulation will not necessarily give better results than leaving 
the problem to be solved by the market or the firm. } But equally there is no 
reason why, on occasion, such governmental administrative regulation should 
not lead to an improvement in economic efficiency) This would seem particu- 
larly likely when, as is normally the case with the smoke nuisance, a large 
number of people are involved and in which therefore the costs of handling 
the problem through the market or the firm may be high. 

There is, of course, a further alternative, which is to do nothing about 
the problem at all. And given that the costs involved in solving the problem 
by regulations issued by the governmental administrative machine will often 


< 


be heavy (particularly if the costs are interpreted to include all the conse- , 


quences which follow from the Government engaging in this kind of activity), 
it will no doubt be commonly the case that the gain which would come from 
regulating the actions which give rise to the harmful effects will be less than 
the costs involved in Government regulation. 

The discussion of the problem of harmful effects in this section (when the 
costs of market transactions are taken into account) is extremely inadequate. 


But at least it has made clear that{ the problem is one of choosing the Ps 


propriate social arrangement for dealing with the harmful effects) All soluti 


have costs’ and there is no reason to suppose that government regulation is/ 


called for simply because the problem is not well handled by the market of 
the firm. Satisfactory views on policy can only come from a patient study 
of how, in practice, the market, firms and governments handle the problem 
of harmful effects. Economists need to study the work of the broker in 
bringing parties together, the effectiveness of restrictive covenants, the prob- 
lems of the large-scale real-estate development company, the operation of Gov- 


ernment zoning and other regulating activities. It is my belief that wesc 
and policy-makers generally, have tended to over-estimate the advantages /~ 


which come from governmental regulation. But this belief, even if justified, | 


does not do more than suggest that government regulation should be cur- 
tailed. It does not tell us where the boundary line should be drawn. This, it 
seems to me, has to come from a detailed investigation of the actual results 





| 
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of handling the problem in different ways. But it would be unfortunate if 
this investigation were undertaken with the aid of a faulty economic analysis. 
The aim of this article is to indicate what the economic approach to the 
problem should be. 


VII. THe Lecat DELIMITATION OF RIGHTS AND THE ECONOMIC PROBLEM 


The discussion in Section V not only served to illustrate the argument but 
also afforded a glimpse at the legal approach to the problem of harmful 
effects. The cases considered were all English but a similar selection of 
American cases could easily be made and the character of the reasoning would 
have been the same. Of course, if market transactions were costless, all that 
matters (questions of equity apart) is that the rights of the various parties 
should be well-defined and the results of legal actions easy to forecast. But 
as we have seen, the situation is quite different when market transactions are 
so costly as to make it difficult to change the arrangement of rights estab- 
lished by the law. In such cases, the courts directly influence economic 
activity. It would therefore seem desirable that the courts should understand 
the economic consequences of their decisions and should, insofar as this is 
possible without creating too much uncertainty about the legal position itself, 
take these consequences into account when making their decisions. Even 
when it is possible to change the legal delimitation of rights through market 
transactions, it is obviously desirable to reduce the need for such transactions 
and thus reduce the employment of resources in carrying them out. 

A thorough examination of the presuppositions of the courts in trying such 
cases would be of great interest but I have not been able to attempt it. 


Nevertheless it is clear from a cursory study that the courts have often  ) 


recognized the economic implications of their decisions and are aware (as 
many economists are not) of the reciprocal nature of the problem. Further 
more, from time to time, they take these economic implications into account, 
along with other factors, in arriving at their decisions. The American writers 
on this subject refer to the question in a more explicit fashion than do the 
British. Thus, to quote Prosser on Torts, a person may 


make use of his own property or . . . conduct his own affairs at the expense of some 
harm to his neighbors. He may operate a factory whose noise and smoke cause 
some discomfort to others, so long as he keeps within reasonable bounds. It is only 
when his conduct is unreasonable, in the light of its utility and the harm which 
results [italics added], that it becomes a nuisance. ... . As it was said in an ancient 
case in regard to candle-making in a town, “Le utility del chose excusera le noi- 
someness del stink.” 

The world must have factories, smelters, oil refineries, noisy machinery and 
blasting, even at the expense of some inconvenience to those in the vicinity and the 
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plaintiff may be required to accept some not unreasonable discomfort for the 
general good.1@ 


parison between the utility and harm produced is an element in deciding 
whether a harmful effect should be considered a nuisance. But similar views, 
if less strongly expressed, are to be found.’* The doctrine that the harmful 
effect must be substantial before the court will act is, no doubt, in part a 
reflection of the fact that there will almost always be some gain to offset the 
harm. And in the reports of individual cases, it is clear that the judges i 


The standard British writers do not state as explicitly as this that a ding | 


had in mind what would be lost as well as what would be gained in deciding 
whether to grant an injunction or award damages. Thus, in refusing to pre- 
vent the destruction of a prospect by a new building, the judge stated: 


I know no general rule of common law, which . . . says, that building so as to 
stop another’s prospect is a nuisance. Was that the case, there could be no great 
towns; and I must grant injunctions to all the new buildings in this town. . . .18 


In Webb v. Bird’® it was decided that it was not a nuisance to build a 
schoolhouse so near a windmill as to obstruct currents of air and hinder the 
working of the mill. An early case seems to have been decided in an opposite 
direction. Gale commented: 


In old maps of London a row of windmills appears on the heights to the north of 
London. Probably in the time of King James it was thought an alarming circum- 
stance, as affecting the supply of food to the city, that anyone should build so near 
them as to take the wind out from their sails.?° 


In one of the cases discussed in section V, Sturges v. Bridgman, it seems 
clear that the judges were thinking of the economic consequences of alterna- 
tive decisions. To the argument that if the principle that they seemed to be 
following 


%® See W. L. Prosser, The Law of Torts 398-99, 412 (2d ed. 1955). The quotation about 
the ancient case concerning candle-making is taken from Sir James Fitzjames Stephen, A 
General View of the Criminal Law of England 106 (1890). Sir James Stephen gives no 
reference. He perhaps had in mind Rex. v. Ronkett, included in Seavey, Keeton and 
Thurston, Cases on Torts 604 (1950). A similar view to that expressed by Prosser is to be 
found in F. V. Harper and F. James, The Law of Torts 67-74 (1956) ; Restatement, Torts 
§§826, 827 and 828. 


™ See Winfield on Torts 541-48 (6th ed. T. E. Lewis 1954) ; Salmond on the Law of Torts 
181-90 (12th ed. R.F.V. Heuston 1957) ; H. Street, The Law of Torts 221-29 (1959). 


* Attorney General v. Doughty, 2 Ves. Sen. 453, 28 Eng. Rep. 290 (Ch. 1752). Compare 
in this connection the statement of an American judge, quoted in Prosser, op. cit. supra 
n. 16 at 413 n. 54: “Without smoke, Pittsburgh would have remained a very pretty village,” 
Musmanno, J., in Versailles Borough v. McKeesport Coal & Coke Co., 1935, 83 Pitts. Leg. 
J. 379, 385. 


#10 C.B. (N.S.) 268, 142 Eng. Rep. 445 (1861); 13 C.B. (N.S.) 841, 143 Eng. Rep. 332 
(1863). 


” See Gale on Easements 238, n. 6 (13th ed. M. Bowles 1959). 
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were Carried out to its logical consequences, it would result in the most serious prac- 
tical inconveniences, for a man might go—say into the midst of the tanneries of 
Bermondsey, or into any other locality devoted to any particular trade or manufac- 
ture of a noisy or unsavoury character, and by building a private residence upon 
a vacant piece of land put a stop to such trade or manufacture altogether, 


the judges answered that 


whether anything is a nuisance or not is a question to be determined, not merely by 
an abstract consideration of the thing itself, but in reference to its circumstances; 
What would be a nuisance in Belgrave Square would not necessarily be so in Ber- 
mondsey ; and where a locality is devoted to a particular trade or manufacture carried 
on by the traders or manufacturers in a particular and established manner not consti- 
tuting a public nuisance, Judges and juries would be justified in finding, and may be 
trusted to find, that the trade or manufacture so carried on in that locality is not a 
private or actionable wrong.*! 


That the character of the neighborhood is relevant in deciding whether some- 
thing is, or is not, a nuisance, is definitely established. 


He who dislikes the noise of traffic must not set up his abode in the heart of a 
great city. He who loves peace and quiet must not live in a locality devoted to 
the business of making boilers or steamships.** 


What has emerged has been described as “planning and zoning by the judici- 
ary.”*3 Of course there are sometimes considerable difficulties in applying 
the criteria.*4 

An interesting example of the problem is found in Adams v. Ursell*® in 
which a fried fish shop in a predominantly working-class district was set up 
near houses of “‘a much better character.” England without fish-and-chips is 
a contradiction in terms and the case was clearly one of high importance. 
The judge commented: 


It was urged that an injunction would cause great hardship to the defendant 
and to the poor people who get food at his shop. The answer to that is that it does 
not follow that the defendant cannot carry on his business in another more suitable 
place somewhere in the neighbourhood. It by no means follows that because a 
fried fish shop is a nuisance in one place it is a nuisance in another. 


In fact, the injunction which restrained Mr. Ursell from running his shop 
did not even extend to the whole street. So he was presumably able to move 
to other premises near houses of “a much worse character,” the inhabitants 


= 11 Ch.D. 865 (1879). 
= Salmond on the Law of Torts 182 (12th ed. R.F.V. Heuston 1957). 


* C. M. Haar, Land-Use Planning, A Casebook on the Use, Misuse, and Re-use of Urban 
Land 95 (1959). 

“See, for example, Rushmer v. Polsue and Alfieri, Ltd. [1906] 1 Ch. 234, which deals with 
the case of a house in a quiet situation in a noisy district. 

* [1913] 1 Ch. 269. 











22 THE JOURNAL OF LAW AND ECONOMICS 


of which would no doubt consider the availability of fish-and-chips to out- 
weigh the pervading odour and “fog or mist” so graphically described by 
the plaintiff. Had there been no other “more suitable place in the neighbour- 
hood,” the case would have been more difficult and the decision might have 
been different. What would “the poor people” have had for food? No English 
judge would have said: “Let them eat cake.” 

The courts do not always refer very clearly to the economic problem posed 
by the cases brought before them but it seems probable that in the interpre- 
tation of words and phrases like “reasonable” or “common or ordinary use” 
there is some recognition, perhaps largely unconscious and certainly not very 
explicit, of the economic aspects of the questions at issue. A good example 
of this would seem to be the judgment in the Court of Appeals in Andreae v. 
Selfridge and Company Ltd.** In this case, a hotel (in Wigmore Street) was 
situated on part of an island site. The remainder of the site was acquired by 
Selfridges which demolished the existing buildings in order to erect another 
in their place. The hotel suffered a loss of custom in consequence of the noise 
and dust caused by the demolition. The owner of the hotel brought an action 
against Selfridges for damages. In the lower court, the hotel was awarded 
£4,500 damages. The case was then taken on appeal. 

The judge who had found for the hotel proprietor in the lower court said: 


I cannot regard what the defendants did on the site of the first operation as 
having been commonly done in the ordinary use and occupation of land or houses. 
It is neither usual nor common, in this country, for people to excavate a site to 
a depth of 60 feet and then to erect upon that site a steel framework and fasten 
the steel frames together with rivets. . . . Nor is it, I think, a common or ordinary 
use of land, in this country, to act as the defendants did when they were dealing 
with the site of their second operation—namely, to demolish all the houses that 
they had to demolish, five or six of them I think, if not more, and to use for the 
purpose of demolishing them pneumatic hammers. 


Sir Wilfred Greene, M.R., speaking for the Court of Appeals, first noted 


that when one is dealing with temporary operations, such as demolition and re-build- 
ing, everybody has to put up with a certain amount of discomfort, because operations 
of that kind cannot be carried on at all without a certain amount of noise and a 
certain amount of dust. Therefore, the rule with regard to interference must be read 
subject to this qualification. .. . 


He then referred to the previous judgment: 


With great respect to the learned judge, I take the view that he has not approached 
this matter from the correct angle. It seems to me that it is not possible to say... 
that the type of demolition, excavation and construction in which the defendant 
company was engaged in the course of these operations was of such an abnormal 
and unusual nature as to prevent the qualification to which I have referred coming 


*° [1938] 1 Ch. 1. 
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into operation. It seems to me that, when the rule speaks of the common or ordinary 
use of land, it does not mean that the methods of using land and building on it are in 
some way to be stabilised for ever. As time goes on new inventions or new methods 
enable land to be more profitably used, either by digging down into the earth or 
by mounting up into the skies. Whether, from other points of view, that is a matter 
which is desirable for humanity is neither here nor there; but it is part of the normal 
use of land, to make use upon your land, in the matter of construction, of what par- 
ticular type and what particular depth of foundations and particular height of 
building may be reasonable, in the circumstances, and in view of the developments 
of the day. . . . Guests at hotels are very easily upset. People coming to this hotel, 
who were accustomed to a quiet outlook at the back, coming back and finding demoli- 
tion and building going on, may very well have taken the view that the particular 
merit of this hotel no longer existed. That would be a misfortune for the plaintiff; 
but assuming that there was nothing wrong in the defendant company’s works, 
assuming the defendant company was carrying on the demolition and its building, 
productive of noise though it might be, with all reasonable skill, and taking all 
reasonable precautions not to cause annoyance to its neighbors, then the planitiff 
might lose all her clients in the hotel because they have lost the amenities of an open 
and quiet place behind, but she would have no cause of complaint. . . . [But those] 
who say that their interference with the comfort of their neighbors is justified 
because their operations are normal and usual and conducted with proper care and 
skill are under a specific duty . . . to use that reasonable and proper care and skill. 
It is not a correct attitude to take to say: ‘We will go on and do what we like until 
somebody complains!’ . . . Their duty is to take proper precautions and to see that 
the nuisance is reduced to a minimum. It is no answer for them to say: ‘But this 
would mean that we should have to do the work more slowly than we would like to 
do it, or it would involve putting us to some extra expense.’ All these questions are 
matters of common sense and degree, and quite clearly it would be unreasonable to 
expect people to conduct their work so slowly or so expensively, for the purpose of 
preventing a transient inconvenience, that the cost and trouble would be prohibitive. 
... In this case, the defendant company’s attitude seems to have been to go on until 
somebody complained, and, further, that its desire to hurry its work and conduct it 
according to its own ideas and its own convenience was to prevail if there was a 
real conflict between it and the comfort of its neighbors. That . . . is not carrying 
out the obligation of using reasonable care and skill. . .. The effect comes to this .. . 
the plaintiff suffered an actionable nuisance; . . . she is entitled, not to a nominal 
sum, but to a substantial sum, based upon those principles . . . but in arriving at the 
sum . .. I have discounted any loss of custom . . . which might be due to the 
general loss of amenities owing to what was going on at the back.... 


The upshot was that the damages awarded were reduced from £4,500 to 
£1,000. 

The discussion in this section has, up to this point, been concerned with 
court decisions arising out of the common law relating to nuisance. Delimi- | 
tation of rights in this area also comes about because of statutory enact- / 
ments. Most economists would appear to assume that the aim of governmental / 
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action in this field is to extend the scope of the law of nuisance by designating | 
as nuisances activities which would not be recognized as such by the common | 
law. And there can be no doubt that some statutes, for example, the Public” 
Health Acts, have had this effect. But not all Government enactments are 
of this kind. The effect of much of the legislation in this area is to protect 
businesses from the claims of those they have harmed by their actions. There 
is a long list of legalized nuisances. 

The position has been summarized in Halsbury’s Laws of England as 
follows: 


Where the legislature directs that a thing shall in all events be done or authorises 
certain works at a particular place for a specific purposes or grants powers with 
the intention that they shall be exercised, although leaving some discretion as to 
the mode of exercise, no action will lie at common law for nuisance or damage 
which is the inevitable result of carrying out the statutory powers so conferred. 
This is so whether the act causing the damage is authorised for public purposes or 
private profit. Acts done under powers granted by persons to whom Parliament has 
delegated authority to grant such powers, for example, under provisional orders 
of the Board of Trade, are regarded as having been done under statutory authority. 
In the absence of negligence it seems that a body exercising statutory powers will 
not be liable to an action merely because it might, by acting in a different way, have 
minimised an injury. 


Instances are next given of freedom from liability for acts authorized: 


An action has been held not to be against a body exercising its statutory powers 
without negligence in respect of the flooding of land by water escaping from water- 
courses, from water pipes, from drains, or from a canal; the escape of fumes from 
sewers; the escape of sewage: the subsidence of a road over a sewer; vibration or 
noise caused by a railway; fires caused by authorised acts; the pollution of a stream 
where statutory requirements to use the best known method of purifying before 
discharging the effluent have been satisfied; interference with a telephone or tele- 
graph system by an elctric tramway; the insertion of poles for tramways in the sub- 
soil; annoyance caused by things reasonably necessary for the excavation of authorised 
works; accidental damage caused by the placing of a grating in a roadway; the 
escape of tar acid; or interference with the access of a frontager by a street shelter 
or safety railings on the edge of a pavement.?? 


The legal position in the United States would seem to be essentially the 
same as in England, except that the power of the legislatures to authorize 
what would otherwise be nuisances under the common law, at least without 
giving compensation to the person harmed, is somewhat more limited, as it | 
is subject to constitutional restrictions.** Nonetheless, the power is there 
and cases more or less identical with the English cases can be found. The 





= See 30 Halsbury, Law of England 690-91 (3d ed. 1960), Article on Public Authorities 
and Public Officers. 


* See Prosser, op. cit. supra n. 16 at 421; Harper and James, op. cit. supra n. 16 at 86-87. 
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question has arisen in an acute form in connection with airports and the 
operation of aeroplanes. The case of Delta Air Corporation v. Kersey, Kersey 
v. City of Atlanta*® is a good example. Mr Kersey bought land and built 
a house on it. Some years later the City of Atlanta constructed an airport 
on land immediately adjoining that of Mr. Kersey. It was explained that his 
property was “a quiet, peaceful and proper location for a home before the 
airport was built, but dust, noises and low flying of airplanes caused by the 
operation of the airport have rendered his property unsuitable as a home,” 
a state of affairs which was described in the report of the case with a wealth 
of distressing detail. The judge first referred to an earlier case, Thrasher v. 
City of Atlanta®® in which it was noted that the City of Atlanta had been 
expressly authorized to operate an airport. 


By this franchise aviation was recognised as a lawful business and also as an enter- 
prise affected with a public interest . . . all persons using [the airport] in the manner 
contemplated by law are within the protection and immunity of the franchise granted 
by the municipality. An airport is not a nuisance per se, although it might become 
such from the manner of its construction or operation. 


Since aviation was a lawful business affected with a public interest and the 
construction of the airport was autorized by statate, the judge next referred 
to Georgia Railroad and Banking Co. v. Maddox*' in which it was said: 


Where a railroad terminal yard is located and its construction authorized, under 
statutory powers, if it be constructed and operated in a proper manner, it cannot be 
adjudged a nuisance. Accordingly, injuries and inconveniences to persons residing 
near such a yard, from noises of locomotives, rumbling of cars, vibrations produced 
thereby, and smoke, cinders, soot and the like, which result from the ordinary and 
necessary, therefore proper, use and operation of such a yard, are not nuisances; 
but are the necessary concomitants of the franchise granted. 


In view of this, the judge decided that the noise and dust complained of by 
Mr. Kersey “may be deemed to be incidental to the proper operation of an 
airport, and as such they cannot be said to constitute a nuisance.” But the 
complaint against low flying was different: 


... an it be said that flights . . . at such a low height [25 to 50 feet above Mr. 
Kersey’s house] as to be imminently dangerous to . . . life and health . . . are a 
necessary concomitant of an airport? We do not think this question can be answered 
in the affirmative. No reason appears why the city could not obtain lands of an area 
[sufficiently large] . . . as not to require such low flights. . . . For the sake of public 
convenience adjoining-property owners must suffer such inconvenience from noise 
and dust as result from the usual and proper operation of an airport, but their private 
rights are entitled to preference in the eyes of the law where the inconvenience is 
not one demanded by a properly constructed and operated airport. 


* Supreme Court of Georgia. 193 Ga. 862, 20 S.E. 2d 245 (1942). 
178 Ga. 514, 173 S.E. 817 (1934). *° 116 Ga. 64, 42 S.E. 315 (1902). 
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Of course this assumed that the City of Atlanta could prevent the low flying 
and continue to operate the airport. The judge therefore added: 


From all that appears, the conditions causing the low flying may be remedied; but 
if on the trial it should appear that it is indispensable to the public interest that the 
airport should continue to be operated in its present condition, it may be said that the 
petitioner should be denied injunctive relief. 


In the course of another aviation case, Smith v. New England Aircraft 
Co.,5? the court surveyed the law in the United States regarding the legal- 
izing of nuisances and it is apparent that, in the broad, it is very similar to 
that found in England: 


It is the proper function of the legislative department of government in the exer- 
cise of the police power to consider the problems and risks that arise from the use 
of new inventions and endeavor to adjust private rights and harmonize conflicting 
interests by comprehensive statutes for the public welfare... . There are... 
analogies where the invasion of the airspace over underlying land by noise, smoke, 
vibration, dust and disagreeable odors, having been authorized by the legislative 
department of government and not being in effect a condemnation of the property 
although in some measure depreciating its market value, must be borne by the land- 
owner without compensation or remedy. Legislative sanction makes that lawful 
which otherwise might be a nuisance. Examples of this are damages to adjacent 
land arising from smoke, vibration and noise in the operation of a railroad... ; 
the noise of ringing factory bells ... ; the abatement of nuisances .. . ; the erection 
of steam engines and furnaces . .. ; unpleasant odors connected with sewers, oil re- 
fining and storage of naphtha. ... 


Most economists seem to be unaware of all this. When they are prevented 
from sleeping at night by the roar of jet planes overhead (publicly author- 
ized and perhaps publicly operated), are unable to think (or rest) in the day 
because of the noise and vibration from passing trains (publicly authorized 
and perhaps publicly operated), find it difficult to breathe because of the 
odour from a local sewage farm (publicly authorized and perhaps publicly 
operated) and are unable to escape because their driveways are blocked by 
a road obstruction (without any doubt, publicly devised), their nerves frayed 
and mental balance disturbed, they proceed to declaim about the disad- >) 
vantages of private enterprise and the need for Government regulation. ‘ ae 

While most economists seem to be under a misapprehension concerning 
the character of the situation with which they are dealing, it is also the 
case that the activities which they would like to see stopped or curtailed may\ 
well be socially justified. It is all a question of weighing up the gains that 
would accrue from eliminating these harmful effects against the gains that 
accrue from allowing them to continue. Of course, it is likely that an exten- 


sion of Government economic activity will often lead to this protection against 
- 
** 270 Mass. 511, 523, 170 N.E. 385, 390 (1930). 
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action for nuisance being pushed further than is desirable. For one thing, 
the Government is likely to look with a benevolent eye on enterprises which 
it is itself promoting. For another, it is possible to describe the committing of 
a nuisance by public enterprise in a much more pleasant way than when /} 
the same thing is done by private enterprise. In the words of Lord Justice / 
Sir Alfred Denning: 


... the significance of the social revolution of today is that, whereas in the past 
the balance was much too heavily in favor of the rights of property and freedom of 
contract, Parliament has repeatedly intervened so as to give the public good its proper 
place.33 


There can be little doubt that the Welfare State is likely to bring an ) 
extension of that immunity from liability for damage, which economists have 
been in the habit of condemning (although they have tended to assume that— 
this immunity was a sign of too little Government intervention in the eco- 
nomic system). For example, in Britain, the powers of local authorities are 
regarded as being either absolute or conditional. In the first category, the 
local authority has no discretion in exercising the power conferred on it. 
“The absolute power may be said to cover all the necessary consequences of 
its direct operation even if such consequences amount to nuisance.” On the 
other hand, a conditional power may only be exercised in such a way that 
the consequences do not constitute a nuisance. 


It is the intention of the legislature which determines whether a power is absolute 
or conditional. . . . [As] there is the possibility that the social policy of the legis- 
lature may change from time to time, a power which in one era would be construed 
as being conditional, might in another era be interpreted as being absolute in order 
to further the policy of the Welfare State. This point is one which should be borne 
in mind when considering some of the older cases upon this aspect of the law of 
nuisance.®4 


It would seem desirable to summarize the burden of this long section. The 
problem which we face in dealing with actions which have harmful effects is 
not simply one of restraining those responsible for them.{ What has to be de- 
cided is whether the gain from preventing the harm is greater than the loss 
which would be suffered elsewhere as a result of stopping the action which 
produces the harm. In a world in which there are costs of rearranging the rights 
established by the legal system, the courts, in cases relating to nuisance, are, 
in effect, making a decision on the economic problem and determining how 
resources are to be employed. It was argued that the courts are conscious of 
this and that they often make, although not always in a very explicit fashion, 
a comparison between what would be gained and what lost by preventing 


ee, ees 


™ See Sir Alfred Denning, Freedom Under the Law 71 (1949). 
“M. B. Cairns, The Law of Tort in Local Government 28-32 (1954). 
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actions which have harmful effects. But the delimitation of rights is also 
the result of statutory enactments. Here we also find evidence of an appreci- 
ation of the reciprocal nature of the problem. While statutory enactment: 
add to the list of nuisances, action is also taken to legalize what would other- 
wise be nuisances under the common law. The kind of situation which econd» ~ 
mists are prone to consider as requiring corrective Government action is/ 
in fact, often the result of Government action. Such action is not necessarily 
unwise.‘But there is a real danger that extensive Government intervention ~ 
in the economic system may lead to the protection of those responsible for) 
harmful effects being carried too far. 


VIII. Picou’s TREATMENT IN “THE ECONOMICS OF WELFARE” 


The fountainhead for the modern economic analysis of the problem dis- 
cussed in this article is Pigou’s Economics of Welfare and, in particular, that 
section of Part II which deals with divergences between social and private 
net products which come about because 


one person A, in the course of rendering some service, for which payment is made, 
to a second person B, incidentally also renders services or disservices to other persons | 
(not producers of like services), of such a sort that payment cannot be exacted from 
the benefited parties or compensation enforced on behalf of the injured parties.° ~~ 


Pigou tells us that his aim in Part II of The Economics of Welfare is 


to ascertain how far the free play of self-interest, acting under the existing legal 
system, tends to distribute the country’s resources in the way most favorable to the 
production of a large national dividend, and how far it is feasible for State action 
to improve upon ‘natural’ tendencies.3® 


To judge from the first part of this statement, Pigou’s purpose is to discover 
whether any improvements could be made in the existing arrangements which 
determine the use of resources. Since Pigou’s conclusion is that improvements 
could be made, one might have expected him to continue by saying that he 
proposed to set out the changes required to bring them about. Instead, Pigou 
adds a phrase which contrasts “natural” tendencies with State action, which 
seems in some sense to equate the present arrangements with “natural” tend- 
encies and to imply that what is required to bring about these improvements 
is State action (if feasible). That this is more or less Pigou’s position is evi- 
dent from Chapter I of Part II.57 Pigou starts by referring to “optimistic 


* A.C. Pigou, The Economics of Welfare 183 (4th ed. 1932). My references will all 
be to the fourth edition but the argument and examples examined in this article remained 
substantially unchanged from the first edition in 1920 to the fourth in 1932. A large part 
(but not all) of this analysis had appeared previously in Wealth and Welfare (1912). 


* Id. at xii. 
* Id. at 127-30, 
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followers of the classical economists’** who have argued that the value of 
production would be maximised if the Government refrained from any inter- 
ference in the economic system and the economic arrangements were those 
which came about “naturally.” Pigou goes on to say that if self-interest does 
promote economic welfare, it is because human institutions have been devised 
to make it so. (This part of Pigou’s argument, which he develops with the 
aid of a quotation from Cannan, seems to me to be essentially correct.) 
Pigou concludes: 


4 

But even in the most advanced States there are failures and imperfections. . . | 
there are many obstacles that prevent a community’s resources from being distributed 
... in the most efficient way. The study of these constitutes our present problem. 

. its purposes is essentially practical. It seeks to bring into clearer light some 
of the ways in which it now is, or eventually may become, feasible for governments ) 
to control the play of economic forces in such wise as to promote the economic, 
welfare, and through that, the total welfare, of their citizens as a whole.®® 


Pigou’s underlying thought would appear to be: Some have argued that no 
State action is needed. But the system has performed as well as it has because 
of State action. Nonetheless, there are still imperfections. What additional > 
State action is required? = 

If this is a correct summary of Pigou’s position, its inadequacy can be 
demonstrated by examining the first example he gives of a divergence be- 
tween private and social products. 


It might happen . . . that costs are thrown upon people not directly concerned, 
through, say, uncompensated damage done to surrounding woods by sparks from 
railway engines. All such effects must be included—some of them will be positive, 
others negative elements—in reckoning up the social net product of the marginal 
increment of any volume of resources turned into any use or place.*® 


The example used by Pigou refers to a real situation. In Britain, a railway 
does not normally have to compensate those who suffer damage by fire caused 
by sparks from an engine. Taken in conjunction with what he says in Chap- 
ter 9 of Part II, I take Pigou’s policy recommendations to be, first, that 
there should be State action to correct this “natural” situation and, second, 
that the railways should be forced to compensate those whose woods are burnt. 
If this is a correct interpretation of Pigou’s position, I would argue that the 
first recommendation is based on a misapprehension of the facts and that 
the second is not necessarily desirable. 


“In Wealth and Welfare, Pigou attributes the “optimism” to Adam Smith himself and 
not to his followers. He there refers to the “highly optimistic theory of Adam Smith that 
the national dividend, in given circumstances of demand and supply, tends ‘naturally’ 
to a maximum” (p. 104). 


* Pigou, op. cit. supra n. 35 at 129-30. 
“Id. at 134, 
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Let us consider the legal position. Under the heading “Sparks from en- 
gines,” we find the following in Halsbury’s Laws of England: 


If railway undertakers use steam engines on their railway without express 
statutory authority to do so, they are liable, irrespective of any negligence on their 
part, for fires caused by sparks from engines. Railway undertakers are, however, 
generally given statutory authority to use steam engines on their railway; according- 
ly, if an engine is constructed with the precautions which science suggests against 
fire and is used without negligence, they are not responsible at common law for 
any damage which may be done by sparks. . . . In the construction of an engine the 
undertaker is bound to use all the discoveries which science has put within its reach 
in order to avoid doing harm, provided they are such as it is reasonable to require 
the company to adopt, having proper regard to the likelihood of the damage and to 
the cost and convenience of the remedy; but it is not negligence on the part of an 


undertaker if it refuses to use an apparatus the efficiency of which is open to bona 
fide doubt. 


To this general rule, there is a statutory exception arising from the Railway 
(Fires) Act, 1905, as amended in 1923. This concerns agricultural land or 
agricultural crops. 


In such a case the fact that the engine was used under statutory powers does not 
affect the liability of the company in an action for the damage. . . . These provisions, 
however, only apply where the claim for damage . . . does not exceed 2 200, [2 100 
in the 1905 Act] and where written notice of the occurrence of the fire and the inten- 
tion to claim has been sent to the company within seven days of the occurrence of the 
damage and particulars of the damage in writing showing the amount of the claim 
in money not exceeding £ 200 have been sent to the company within twenty-one days. 


Agricultural land does not include moorland or buildings and agricultural 
crops do not include those led away or stacked.*! I have not made a close 
study of the parliamentary history of this statutory exception, but to judge 
from debates in the House of Commons in 1922 and 1923, this exception was 
probably designed to help the smallholder.** 

Let us return to Pigou’s example of uncompensated damage to surrounding 
woods caused by sparks from railway engines. This is presumably intended 
to show how it is possible “for State action to improve on ‘natural’ tend- 
encies.” If we treat Pigou’s example as referring to the position before 1905, 
or as being an arbitrary example (in that he might just as well have written 
“surrounding buildings” instead of “surrounding woods”), then it is clear 
that the reason why compensation was not paid must have been that the 
railway had statutory authority to run steam engines (which relieved it of 
liability for fires caused by sparks). That this was the legal position was 


“See 31 Halsbury, Laws of England 474-75 (3d ed. 1960), Article on Railways and 
Canals, from which this summary of the legal position, and all quotations, are taken. 


“See 152 H.C. Deb. 2622-63 (1922) ; 161 H.C. Deb. 2935-55 (1923) 
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established in 1860, in a case, oddly enough, which concerned the burning of 
surrounding woods by a railway,** and the law on this point has not been 
changed (apart from the one exception) by a century of railway legislation, 
including nationalisation. If we treat Pigou’s example of “uncompensated 
damage done to surrounding woods by sparks from railway engines” literally, 
and assume that it refers to the period after 1905, then it is clear that the 
reason why compensation was not paid must have been that the damage was 
more than £100 (in the first edition of The Economics of Welfare) or more 
than £200 (in later editions) or that the owner of the wood failed to notify 
the railway in writing within seven days of the fire or did not send particu- 
lars of the damage, in writing, within twenty-one days. In the real world, 
Pigou’s example could only exist as a result of a deliberate choice of the 
legislature. It is not, of course, easy to imagine the construction of a railway 
in a state of nature. The nearest one can get to this is presumably a railway 
which uses steam engines “without express statutory authority.” However, 
in this case the railway would be obliged to compensate those whose woods 
it burnt down. That is to say, compensation would be paid in the absence of 
Government action. The only circumstances in which compensation would 
not be paid would be those in which there had been Government action. It 
is strange that Pigou, who clearly thought it desirable that compensation 
should be paid, should have chosen this particular example to demonstrate 
how it is possible “for State action to improve on ‘natural’ tendencies.” 
Pigou seems to have had a faulty view of the facts of the situation. But 
it also seems likely that he was mistaken in his economic analysis. It is not 
necessarily desirable that the railway should be required to compensate those 
who suffer damage by fires caused by railway engines. I need not show here 
that, if the railway could make a bargain with everyone having property 
adjoining the railway line and there were no costs involved in making such 
bargains, it would not matter whether the railway was liable for damage 
caused by fires or not. This question has been treated at length in earlier 
sections. The problem is whether it would be desirable to make the railway 
liable in conditions in which it is too expensive for such bargains to be made. 
Pigou clearly thought it was desirable to force the railway to pay compensa- 
tion and it is easy to see the kind of argument that would have led him to 
this conclusion. Suppose a railway is considering whether to run an additional 
train or to increase the speed of an existing train or to install spark-prevent- 
ing devices on its engines. If the railway were not liable for fire damage, then, 
when making these decisions, it would not take into account as a cost the 
increase in damage resulting from the additional train or the faster train or 
the failure to install spark-preventing devices. This is the source of the di-| 


“Vaughan v. Taff Vale Railway Co., 3 H. and N. 743 (Ex. 1858) and 5 H. and N. 679/ 
(Ex. 1860). 
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vergence between private and social net products. It results in the railway 
performing acts which will lower the value of total production—and which 
it would not do if it were liable for the damage. This can be shown by means 
of an arithmetical example. 

Consider a railway, which is mot liable for damage by fires caused by 
sparks from its engines, which runs two trains per day on a certain line. 
Suppose that running one train per day would enable the railway to perform 
services worth $150 per annum and running two trains a day would enable 
the railway to perform services worth $250 per annum. Suppose further that 
the cost of running one train is $50 per annum and two trains $100 per annum. 
Assuming perfect competition, the cost equals the fall in the value of pro- 
duction elsewhere due to the employment of additional factors of production 
by the railway. Clearly the railway would find it profitable to run two trains 
per day. But suppose that running one train per day would destroy by fire 
crops worth (on an average over the year) $60 and two trains a day would 
result in the destruction of crops worth $120. In these circumstances running 
one train per day would raise the value of total production but the running 
of a second train would reduce the value of total production. The second 
train would enable additional railway services worth $100 per annum to be 
performed. But the fall in the value of production elsewhere would be $110 
per annum; $50 as a result of the employment of additional factors of pro- 
duction and $60 as a result of the destruction of crops. Since it would be 
better if the second train were not run and since it would not run if the rail- 
way were liable for damage caused to crops, the conclusion that the railway 
should be made liable for the damage seems irresistable. Undoubtedly it is 
this kind of reasoning which underlies the Pigovian position. 

The conclusion that it would be better if the second train did not run is 
correct. The conclusion that it is desirable that the railway should be made 
liable for the damage it causes is wrong. Let us change our assumption 
concerning the rule of liability. Suppose that the railway is liable for damage 
from fires caused by sparks from the engine. A farmer on lands adjoining 
the railway is then in the position that, if his crop is destroyed by fires caused 
by the railway, he will receive the market price from the railway; but if his 
crop is not damaged, he will receive the market price by sale. It therefore 
becomes a matter of indifference to him whether his crop is damaged by fire 
or not. The position is very different when the railway is mot liable. Any 
crop destruction through railway-caused fires would then reduce the receipts 
of the farmer. He would therefore take out of cultivation any land for which 
the damage is likely to be greater than the net return of the land (for reasons 
explained at length in Section III). A change from a regime in which the 
railway is not liable for damage to one in which it is liable is likely therefore 
to lead to an increase in the amount of cultivation on lands adjoining the 








- 


=~ Wwe es we TST OSS eelCOOOaelU 


wTewTaewTa Tee Se OSS lUMUUOUUlUlCC SOOOCOOOL lUlUSUrlCUeUCU UCU 








THE PROBLEM OF SOCIAL COST 33 


railway. It will also, of course, lead to an increase in the amount of crop 
destruction due to railway-caused fires. 

Let us return to our arithmetical example. Assume that, with the changed 
rule of liability, there is a doubling in the amount of crop destruction due to 
railway-caused fires. With one train per day, crops worth $120 would be 
destroyed each year and two trains per day would lead to the destruction of 
crops worth $240. We saw previously that it would not be profitable to run 
the second train if the railway had to pay $60 per annum as compensation 
for damage. With damage at $120 per annum the loss from running the 
second train would be $60 greater. But now let us consider the first train. 
The value of the transport services furnished by the first train is $150. The 
cost of running the train is $50. The amount that the railway would have to 
pay out as compensation for damage is $120. It follows that it would not 
be profitable to run any trains. With the figures in our example we reach 
the following result: if the railway is not liable for fire-damage, two trains per 
day would be run; if the railway is liable for fire-damage, it would cease 
operations altogether. Does this mean that it is better that there should be 
no railway? This question can be resolved by considering what would happen 
to the value of total production if it were decided to exempt the railway 
from liability for fire-damage, thus bringing it into operation (with two 
trains per day). 

The operation of the railway would enable transport services worth $250 
to be performed. It would also mean the employment of factors of production 
which would reduce the value of production elsewhere by $100. Furthermore 
it would mean the destruction of crops worth $120. The coming of the rail- 
way will also have led to the abandonment of cultivation of some land. Since 
we know that, had this land been cultivated, the value of the crops destroyed 
by fire would have been $120, and since it is unlikely that the total crop on 
this land would have been destroyed, it seems reasonable to suppose that the 
value of the crop yield on this land would have been higher than this. 
Assume it would have been $160. But the abandonment of cultivation would 
have released factors of production for employment elsewhere. All we know 
is that the amount by which the value of production elsewhere will increase 
will be less than $160. Suppose that it is $150. Then the gain from operating 
the railway would be $250 (the value of the transport services) minus $100 
(the cost of the factors of production) minus $120 (the value of crops de- 
stroyed by fire) minus $160 (the fall in the value of crop production due to 
the abandonment of cultivation) plus $150 (the value of production else- 
where of the released factors of production). Overall, operating the railway 
will increase the value of total production by $20. With these figures it is 
clear that it is better that the railway should not be liable for the damage 
it causes, thus enabling it to operate profitably. Of course, by altering the 
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figures, it could be shown that there are other cases in which it would be 
desirable that the railway should be liable for the damage it causes. It is 
enough for my purpose to show that, from an economic point of view, a 
situation in which there is “uncompensated damage done to surrounding 
woods by sparks from railway engines” is not necessarily undesirable. 
Whether it is desirable or not depends on the particular circumstances. 
How is it that the Pigovian analysis seems to give the wrong answer? The 
reason is that Pigou does not seem to have noticed that his analysis is deal- 
ing with an entirely different question. The analysis as such is correct. But 
it is quite illegitimate for Pigou to draw the particular conclusion he does. 
The question at issue is not whether it is desirable to run an additional train 
or a faster train or to install smoke-preventing devices; the question at 
issue is whether it is desirable to have a system in which the railway has to 
compensate those who suffer damage from the fires which it causes or one_ 
in which the railway does not have to compensate them. When an economist > 
is comparing alternative social arrangements, the proper procedure is to 
compare the total social product yielded by these different arrangements. 


The comparison of private and social products is neither here nor there. A _ 


simple example will demonstrate this. Imagine a town in which there are 
traffic lights. A motorist approaches an intersection and stops because the 
light is red. There are no cars approaching the intersection on the other 
street. If the motorist ignored the red signal, no accident would occur and 
the total product would increase because the motorist would arrive earlier 
at his destination. Why does he not do this? The reason is that if he ignored 
the light he would be fined. The private product from crossing the street is 
less than the social product. Should we conclude from this that the total 
product would be greater if there were no fines for failing to obey traffic 
signals? The Pigovian analysis shows us that it is possible to conceive of 
better worlds than the one in which we live. But the problem is to devise 
practical arrangements which will correct defects in one part of the system / 
without causing more serious harm in other parts. 

I have examined in considerable detail one example of a divergence be- 
tween private and social products and I do not propose to make any further 
examination of Pigou’s analytical system. But the main discussion of the 
problem considered in this article is to be found in that part of Chapter 9 
in Part II which deals with Pigou’s second class of divergence and it is of 
interest to see how Pigou develops his argument. Pigou’s own description 
of this second class of divergence was quoted at the beginning of this section. 
Pigou distinguishes between the case in which a person renders services for 
which he receives no payment and the case in which a person renders dis- 
services and compensation is not given to the injured parties. Our main 
attention has, of course, centred on this second case. It is therefore rather 
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astonishing to find, as was pointed out to me by Professor Francesco Forte, 
that the problem of the smoking chimney—the “stock instance’** or “‘class- 
room example”*® of the second case—is used by Pigou as an example of the 
first case (services rendered without payment) and is never mentioned, at 
any rate explicitly, in connection with the second case.** Pigou points out 
that factory owners who devote resources to preventing their chimneys from 
smoking render services for which they receive no payment. The implication, 
in the light of Pigou’s discussion later in the chapter, is that a factory owner 
with a smokey chimney should be given a bounty to induce him to install 
smoke-preventing devices. Most modern economists would suggest that the 
owner of the factory with the smokey chimney should be taxed. It seems a 
pity that economists (apart from Professor Forte) do not seem to have 
noticed this feature of Pigou’s treatment since a realisation that the problem 
could be tackled in either of these two ways would probably have led to an 
explicit recognition of its reciprocal nature. 

In discussing the second case (disservices without compensation to those 
damaged), Pigou says that they are rendered “when the owner of a site in 
a residential quarter of a city builds a factory there and so destroys a great 
part of the amenities of neighbouring sites; or, in a less degree, when he 
uses his site in such a way as to spoil the lighting of the house opposite; 
or when he invests resources in erecting buildings in a crowded centre, which 
by contracting the air-space and the playing room of the neighbourhood, 
tend to injure the health and efficiency of the families living there.”** Pigou 
is, of course, quite right to describe such actions as “uncharged disservices.” 
But he is wrong when he describes these actions as “anti-social.”** They may 
or may not be. It is necessary to weigh the harm against the good that will 
result. Nothing could be more “anti-social” than to oppose any action which 
causes any harm to anyone. 

The example with which Pigou opens his discussion of “uncharged dis- 
services” is not, as I have indicated, the case of the smokey chimney but the 
case of the overrunning rabbits: “. . . incidental uncharged disservices are 
rendered to third parties when the game-preserving activities of one occupier 
involve the overrunning of a neighbouring occupier’s land by rabbits. . . .” 
This example is of extraordinary interest, not so much because the economic 


“Sir Dennis Robertson, I Lectures on Economic Principles 162 (1957). 


“E. J. Mishan, The Meaning of Efficiency in Economics, 189 The Bankers’ Magazine 
482 (June 1960). 


“ Pigou, op. cit. supra n. 35 at 184. 
“ Id. at 185-86. 


“Id. at 186 n.1. For similar unqualified statements see Pigou’s lecture “Some Aspects of 
the Housing Problem” in B. S. Rowntree and A. C. Pigou, Lectures on Housing, in 18 Man- 
chester Univ. Lectures (1914). 
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analysis of the case is essentially any different from that of the other exam- 
ples, but because of the peculiarities of the legal position and the light it 
throws on the part which economics can play in what is apparently the 
purely legal question of the delimitation of rights. 

The problem of legal liability for the actions of rabbits is part of the 
general subject of liability for animals.*® I will, although with reluctance, 
confine my discussion to rabbits. The early cases relating to rabbits con- 
cerned the relations between the lord of the manor and commoners, since, 
from the thirteenth century on, it became usual for the lord of the manor 
to stock the commons with conies (rabbits), both for the sake of the meat 
and the fur. But in 1597, in Boulston’s case, an action was brought by one 
landowner against a neighbouring landowner, alleging that the defendant 
had made coney-burrows and that the conies had increased and had de- 
stroyed the plaintiff’s corn. The action failed for the reason that 


. . $0 soon as the coneys come on his neighbor’s land te may kill them, for they 
are ferae naturae, and he who makes the coney-borough has no property in them, 
and he shall not be punished for the damage which the coneys do in which he has 
no property, and which the other may lawfully kill.5° 


As Boulston’s case has been treated as binding—Bray, J., in 1919, said 
that he was not aware that Boulston’s case has ever been overruled or ques- 
tioned®!—Pigou’s rabbit example undoubtedly represented the legal position 
at the time The Economics of Welfare was written.®? And in this case, it is 
not far from the truth to say that the state of affairs which Pigou describes 
came about because of an absence of Government action (at any rate in the 
form of statutory enactments) and was the result of “natural” tendencies. 

Nonetheless, Boulston’s case is something of a legal curiousity and Pro- 
fessor Williams makes no secret of his distaste for this decision: 


“ See G. L. Williams, Liability for Animals—An Account of the Development and Present 
Law of Tortious Liability for Animals, Distress Damage Feasant and the Duty to Fence, 
in Great Britain, Northern Ireland and the Common Law Dominions (1939). Part Four, 
“The Action of Nuisance, in Relation to Liability for Animals,” 236-62, is especially rele- 
vant to our discussion. The problem of liability for rabbits is discussed in this part, 238-47. 
I do not know how far the common law in the United State regarding liability for animals 
has diverged from that in Britain. In some Western States of the United States, the English 
common law regarding the duty to fence has not been followed, in part because “the con- 
siderable amount of open, uncleared land made it a matter of public policy to allow 
cattle to run at large” (Williams, op. cit. supra 227). This affords a good example of how 
a different set of circumstances may make it economically desirable to change the legal rule 
regarding the delimitation of rights. 


5 Coke (Vol. 3) 104 b. 77 Eng. Rep., 216, 217. 
™ See Stearn v. Prentice Bros. Ltd., (1919) 1 K.B., 395, 397. 


“TI have not looked into recent cases. The legal position has also been modified by 
statutory enactments. 
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The conception of liability in nuisance as being based upon ownership is the VA 
result, apparently, of a confusion with the action of cattle-trespass, and runs counter 
both to principle and to the medieval authorities on the escape of water, smoke 
and filth. . . . The prerequisite of any satisfactory treatment of the subject is the 
final abandonment of the pernicious doctrine in Boulston’s case. . .. Once Boulston’s 
case disappears, the way will be clear for a rational restatement of the whole sub- 
ject, on lines that will harmonize with the principles prevailing in the rest of the law 
of nuisance.53 


The judges in Boulston’s case were, of course, aware that their view of the 
matter depended on distinguishing this case from one involving nuisance: 
This cause is not like to the cases put, on the other side, of erecting a lime-kiln, 
dye-house, or the like; for there the annoyance is by the act of the parties who make 
them; but it is not so here, for the conies of themselves went into the plaintiff’s land, 
and he might take them when they came upon his land, and make profit of them.54 


Professor Williams comments: 


Once more the atavistic idea is emerging that the animals are guilty and not the 
landowner. It is not, of course, a satisfactory principle to introduce into a modern 
law of nuisance. If A. erects a house or plants a tree so that the rain runs or drips from 
it on to B.’s land, this is A.’s act for which he is liable; but if A. introduces rabbits 
into his land so that they escape from it into B.’s, this is the act of the rabbits for 
which A. is not liable—such is the specious distinction resulting from Boulston’s 
case.55 


It has to be admitted that the decision in Boulston’s case seems a little 
odd. A man may be liable for damage caused by smoke or unpleasant smells, 
without it being necessary to determine whether he owns the smoke or the 
smell. And the rule in Boulston’s case has not always been followed in cases 
dealing with other animals. For example, in Bland v. Yates,®* it was decided 
that an injunction could be granted to prevent someone from keeping an 
unusual and excessive collection of manure in which flies bred and which 
infested a neighbour’s house. The question of who owned the flies was not 
raised. An economist would not wish to object because legal reasoning some- 
times appears a little odd. But there is a sound economic reason for sup- 
porting Professor Williams’ view that the problem of liability for animals 
(and particularly rabbits) should be brought within the ordinary law of 
nuisance. The reason is not that the man who harbours rabbits is solely 
responsible for the damage; the man whose crops are eaten is equally re- 
sponsible. And given that the costs of market transactions make a rearrange- 


* Williams, op. cit. supra n. 49 at 242, 258. 

“ Boulston v. Hardy, Cro. Eliz., 547, 548, 77 Eng. Rep. 216. 
* Williams, op. cit. supra n. 49 at 243. 

58 Sol.J. 612 (1913-1914). 
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ment of rights impossible, unless we know the particular circumstances, we 
cannot say whether it is desirable or not to make the man who. harbours 
rabbits responsible for the damage committed by the rabbits on neighbouring 
properties. The objection to the rule in Boulston’s case is that, under it, 
the harbourer of rabbits can mever be liable. It fixes the rule of liability at 
one pole: and this is as undesirable, from an economic point of view, as 
fixing the rule at the other pole and making the harbourer of rabbits always 
liable. But, as we saw in Section VII, the law of nuisance, as it is in fact- 
handled by the courts, is flexible and allows for a comparison of the utility 
of an act with the harm it produces. As Professor Williams says: “The whole 
law of nuisance is an attempt to reconcile and compromise between conflict- 

ing interests. . . .”5* To bring the problem of rabbits within the parrot 
law of nuisance would not mean inevitably making the harbourer of rabbits 
liable for damage committed by the rabbits. This is not to say that the sole 
task of the courts in. such cases is to make a comparison between the harm 
and the utility of an act. Nor is it to be expected that the courts will always 
decide correctly after making such a comparison. /But unless the courts act 
very foolishly, the ordinary law of nuisance would seem likely to give eco- 
nomically more satisfactory results than adopting a rigid rule. Pigou’s case 
of the overrunning rabbits affords an excellent example of how problems of 
law and economics are interrelated, even though the correct policy to follow 
would seem to be different from that envisioned by Pigou. 

Pigou allows one exception to his conclusion that there is a divergence 
between private and social products in the rabbit example. He adds: “. . . 
unless . . . the two occupiers stand in the relation of landlord and tenant, 
so that compensation is given in an adjustment of the rent.”°* This qualifi- 
cation is rather surprising since Pigou’s first class of divergence is largely 
concerned with the difficulties of drawing up satisfactory contracts between 
landlords and tenants. In fact, all the recent cases on the problem of rabbits 
cited by Professor Williams involved disputes between landlords and tenants 
concerning sporting rights.5® Pigou seems to make a distinction between the 
case in which no contract is possible (the second class) and that in which 
the contract is unsatisfactory (the first class). Thus he says that the second 
class of divergences between private and social net product 
cannot, like divergences due to tenancy laws, be mitigated by a modification of the 
contractual relation between any two contracting parties, because the divergence 


arises out of a service or disservice rendered to persons other than the contracting 
parties.® 


* Williams, op. cit. supra n. 49 at 259. 

* Pigou, op. cit. supra n. 35 at 185. 

® Williams, op. cit. supra n. 49 at 244-47. 
® Pigou, op. cit. supra n. 35 at 192. 
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But the reason why some activities are not the subject of contracts is exactly 
the same as the reason why some contracts are commonly unsatisfactory— 
it would cost too much to put the matter right. Indeed, the two cases are 
really the same since the contracts are unsatisfactory because they do not 
cover certain activities. The exact bearing of the discussion of the first class 
of divergence on Pigou’s main argument is difficult to discover. He shows 
that in some circumstances contractual relations between landlord and tenant 
may result in a divergence between private and social products.** But he 
also goes on to show that Government-enforced compensation schemes and 
rent-controls will also produce divergences.*? Furthermore, he shows that, 
when the Government is in a similar position to a private landlord, e.g. when 
granting a franchise to a public utility, exactly the same difficulties arise 
as when private individuals are involved.® The discussion is interesting but 
I have been unable to discover what general conclusions about economic 
policy, if any, Pigou expects us to draw from it. 

Indeed, Pigou’s treatment of the problems considered in this article is 
extremely elusive and the discussion of his views raises almost insuperable 
difficulties of interpretation. Consequently it is impossible to be sure that 
one has understood what Pigou really meant. Nevertheless, it is difficult to 
resist the conclusion, extroardinary though this may- be in an economist of 
Pigou’s stature, that the main source of this obscurity is that Pigou had not 
thought his position through. 


IX. Tue PiGoviaAnN TRADITION 


It is strange that a doctrine as faulty as that developed by Pigou should 
have been so influential, although part of its success has probably been due 
to the lack of clarity in the exposition. Not being clear, it was never clearly 
wrong. Curiously enough, this obscurity in the source has not prevented the 
emergence of a fairly well-defined oral tradition. What economists think 
they learn from Pigou, and what they tell their students, which I term the 
Pigovian tradition, is reasonably clear. I propose to show the inadequacy of 
this Pigovian tradition by demonstrating that both the analysis and the 
policy conclusions which it supports are incorrect. 

I do not propose to justify my view as to the prevailing opinion by copious 
references to the literature. I do this partly because the treatment in the 
literature is usually so fragmentary, often involving little more than a ref- 
erence to Pigou plus some explanatory comment, that detailed examination 
would be inappropriate. But the main reason for this lack of reference is 
that the doctrine, although based on Pigou, must have been largely the 
product of an oral tradition. Certainly economists with whom I have dis- 
cussed these problems have shown a unanimity of opinion which is quite 


" Id. 174-75. * Id. 177-83. ® Id. 175-77. 
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remarkable considering the meagre treatment accorded this subject in the 
literature. No doubt there are some economists who do not share the usual 
view but they must represent a small minority of the profession. 

The approach to the problems under discussion is through an examination 
of the value of physical production. The private product is the value of the 
additional product resulting from a particular activity of a business. The 
social product equals the private product minus the fall in the value of pro- 
duction elsewhere for which no compensation is paid by the business. Thus, 
if 10 units of a factor (and no other factors) are used by a business to make 
a certain product with a value of $105; and the owner of this factor is not 
compensated for their use, which he is unable to prevent; and these 10 units 
of the factor would yield products in their best alternative use worth $100; 
then, the social product is $105 minus $100 or $5. If the business now pays 
for one unit of the factor and its price equals the value of its marginal 
product, then the social product rises to $15. If two units are paid for, the 
social product rises to $25 and so on until it reaches $105 when all units of 
the factor are paid for, It is not difficult to see why economists have so 
readily accepted this rather odd procedure. The analysis focusses on the 
individual business decision and since the use of certain resources is not 
allowed for in costs, receipts are reduced by the same amount. But, of course, 
this means that the value of the social product has no social significance 
whatsoever. It seems to me preferable to use the opportunity cost concept 
and to approach these problems by comparing the value of the product_ 
yielded by factors in alternative uses or by alternative arrangements. The 
main advantage of a pricing system is that it leads to the employment of 
factors in places where the value of the product yielded is greatest and does 
so at less cost than alternative systems (I leave aside that a pricing system 
also eases the problem of the redistribution of income). But if through 
some God-given natural harmony factors flowed to the places where the 
value of the product yielded was greatest without any use of the pricing 
system and consequently there was no compensation, I would find it a 
source of surprise rather than a cause for dismay. 

The definition of the social product is queer but this does not mean that 
the conclusions for policy drawn from the analysis are necessarily wrong. 
However, there are bound to be dangers in an approach which diverts atten- 
tion from the basic issues and there can be little doubt that it has been 
responsible for some of the errors in current doctrine. The belief that it is 
desirable that the business which causes harmful effects should be forced 
to compensate those who suffer damage (which was exhaustively discussed 
in section VIII in connection with Pigou’s railway sparks example) is un- 
doubtedly the result of not comparing the total product obtainable with 
alternative social arrangements. 
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The same fault is to be found in proposals for solving the problem of, 
harmful effects by the use of taxes or bounties. Pigou lays considerable stress 
on this solution although he is, as usual, lacking in detail and qualified in 
his support.** Modern economists tend to think exclusively in terms of 
taxes and in a very precise way. The tax should be equal to the damage 
done /and should therefore vary with the amount of the harmful effect. As 
it is not proposed that the proceeds of the tax should be paid to those suffer- 
ing the damage, this solution is not the same as.that which would force a 
business to pay compensation to those damaged by its actions, although 
economists generally do not seem to have noticed this and tend to treat t 
two solutions as being identical. 

Assume that a factory which emits smoke is set up in a district previously 
free from smoke pollution, causing damage valued at $100 per annum. 
Assume that the taxation solution is adopted and that the factory owner 
is taxed $100 per annum as long as the factory emits the smoke. Assume 
further that a smoke-preventing device costing $90 per annum to run is 
available. In these circumstances, the smoke-preventing device would be 
installed. Damage of $100 would have been avoided at an expenditure of 
$90 and the factory-owner would be better off by $10 per annum. Yet the 
position achieved may not be optimal. Suppose that those who suffer the 
damage could avoid it by moving to other locations or by taking various 
precautions which would cost them, or be equivalent to a loss in income of, 
$40 per annum. Then there would be a gain in the value of production of 
$50 if the factory continued to emit its smoke and those now in the district 
moved elesewhere or made other adjustments to avoid the damage. If the 
factory owner is to be made to pay a tax equal to the damage caused, it 
would clearly be desirable to institute a double tax system and to make 
residents of the district pay an amount equal to the additional cost incurred 
b¥ the factory owner (or the consumers of his products) in order to avoid 
the damage. In these conditions, people would not stay in the district or 
would take other measures to prevent the damage from occurring, when the 
costs of doing so were less than the costs that would be incurred by the pro- 
ducer to reduce the damage (the producer’s object, of course, being not so 
much to reduce the damage as to reduce the tax payments). A tax system 
which was confined to a tax on the producer for damage caused would tend to 
lead to unduly high costs being incurred for the prevention of damage. Of 
course this could be avoided if it were possible to base the tax, not on the 
damage caused, but on the fall in the value of production (in its widest 
sense) resulting from the emission of smoke. But to do so would require a 
detailed knowledge of individual preferences and I am unable to imagine 
how the data needed for such a taxation system could be assembled. Indeed, 


* Id. 192-4, 381 and Public Finance 94-100 (3d ed. 1947). 
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the proposal to solve the smoke-pollution and similar problems by the use 
of taxes bristles with difficulties: the problem of calculation, the difference 
between average and marginal damage, the interrelations between the damage | 
suffered on different properties, etc. But it is unnecessary to examine these 
problems here. It is enough for my purpose to show that, even if the tax 
is exactly adjusted to equal the damage that would be done to neighboring \ 
properties as a result of the emission of each additional puff of smoke, the | 
tax would not necessarily bring about optimal conditions. An increase in the 
number of people living or of business operating in the vicinity of -the 
smoke-emitting factory will increase the amount of harm produced by a 
given emission of smoke. The tax that would be imposed would therefore \, 
increase with an increase in the number of those in the vicinity. This will 
tend to lead to a decrease in the value of production of the factors employed 

by the factory, either because a reduction in production due to the tax will _ 
result in factors being used eisewhere in ways which are less valuable, on 
because factors will be diverted to produce means for reducing the amount | 
of smoke emitted. But people deciding to establish themselves in the onersa 
of the factory will not take into account this fall in the value of production 
which results from their presence. This failure to take into account costs/ 
imposed on others is comparable to the action of a factory-owner in not 
taking into account the harm resulting from his emission of smoke. With 
the tax, there may be too much smoke and too few people in the vicinity) 
of the factory; but with the tax there may be too little smoke and too many 
people in the vicinity of the factory. There is no reason to suppose that one 
of these results is necessarily preferable. ; 

I need not devote much space to discussing the similar error involved in 
the suggestion that smoke producing factories should, by means of zoning 
regulations, be removed from the districts in which the smoke causes harm- 
ful effects. When the change in the location of the factory results in a reduc- 
tion in production, this obviously needs to be taken into account and 
weighed against the harm which would result from the factory remaining 
in that location. The aim of such regulation should not be to eliminate | 
smoke pollution but rather to secure the optimum amount of smoke pollu- 
tion, this being the amount which will maximise the value of production. 













X. A CHANGE OF APPROACH 


It is my belief that the failure of economists to reach correct conclusions, 
about the treatment of harmful effects cannot be ascribed simply to a few \ 
slips in analysis. It stems from basic defects in the current approach to 
problems of welfare economics. What is needed is a change of approach. ~ 

Analysis in terms of divergencies between private and social products>y , 
concentrates attention on particular deficiencies in the system and tends to ,/ 
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nourish the belief that any measure which will remove the deficiency is () 
necessarily desirable. It diverts attention from those other changes in the 
system which are inevitably associated with the corrective measure, changes 
which may well produce more harm than the original deficiency) In the 
preceding sections of this article, we have seen many examples of this. But 
it is not necessary to approach the problem in this way. Economists who » 
study problems of the firm habitually use an opportunity cost approach 
and compare the receipts obtained from a given combination of factors with | 
alternative business arrangements. It would seem desirable to use a similar | 
approach when dealing with questions of economic policy and to compare / 
the total product yielded by alternative social arrangements. In this article, 
the analysis has been confined, as is usual in this part of economics, to com- 
parisons of the value of production, as measured by the market. But it is, 
of course, desirable that the choice between different social arrangements 
for the solution of economic problems should be carried out in broader terms 
than this and that the total effect of these arrangements in all spheres of 
life should be taken into account. As Frank H. Knight has so often empha- 
sized, problems of welfare economics must ultimately dissolve into a study 
of aesthetics and morals. 

A second feature of the usual treatment of the problems discussed in this 
article is that the analysis proceeds in terms of a comparison between a 
state of laissez faire and some kind of ideal world. This approach inevitably 
leads to a looseness of thought since the nature of the alternatives being 
compared is never clear. In a state of laissez faire, is there a monetary, a 
legal or a political system and if so, what are they? In an ideal world, would 
there be a monetary, a legal or a political system and if so, what would they 
be? The answers to all these questions are shrouded in mystery and every 
man is free to draw whatever conclusions he likes. Actually very little analy- 
sis is required to show that an ideal world is better than a state of laissez 
faire, unless the definitions of a state of laissez faire and an ideal world 
happen to be the same. But the whole discussion is largely irrelevant for 
questions of economic policy since whatever we may have in mind as our 
ideal world, it is clear that we have not yet discovered how to get to it from \7 
where we are. A better approach would seem to be to start our analysis with—= 
a situation approximating that which actually exists, to examine the effects 
of a proposed policy change and to attempt to decide whether the new situ- 
ation would be, in total, better or worse than the original one. In this way, 
conclusions for policy would have some relevance to the actual situation. — 


hj 


A final reason for the failure to develop a theory adequate to handle the~; ~ 


problem of harmful effects stems from a faulty concept of a factor of pro-/ 
duction. This is usually thought of as a physical entity which the business- -—- 
man acquires and uses (an acre of land, a ton of fertiliser) instead of as a 
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right to perform certain (physical) actions. We may speak of a person owning 
land and using it as a factor of production but what the land-owner in fact 
possesses is the right to carry out a circumscribed list of actions. The rights 
of a land-owner are not unlimited. It is not even always possible for him to 
move the land to another place, for instance, by quarrying it. And although 
it may be possible for him to exclude some people from using “his” land, this 
may not be true of others. For example, some people may have the right to 
cross the land. Furthermore, it may or may not be possible to erect certain 
types of buildings or to grow certain crops or to use particular drainage 
systems on the land. This does not come about simply because of Govern- 
ment regulation. It would be equally true under the common law. In fact 
it would be true under any system of law. A system in which the rights of 
/ individuals were unlimited would be one in which there were no rights to 
acquire. 
If factors of production are thought of as rights, it becomes easier to 
understand that the right to do something which has a harmful effect (such 
F as the creation of smoke, noise, smells, etc.) is also a factor of producti n. 
Just as we may use a piece of land in such a way as to prevent someone 
else from crossing it, or parking his car, or building his house upon it, so 
f= may use it in such a way as to deny him a view or quiet or unpolluted 
/ air. The cost of exercising a right (of using a factor of production) is always ~ 
= loss which is suffered elsewhere in consequence of the exercise of that } 
//right—the inability to cross land, to park a car, to build a house, to enjoy 
a view, to have peace and quiet or to breathe clean air. 
Tt would clearly be desirable if the only actions performed were those in- | 
ich what was gained was worth more than what was lost. But in choosing 
between social arrangements within the context of which individual decisions 
are made, we have to bear in mind that a change in the existing system 
which will lead to an improvement in some decisions may well lead to a 
worsening of others. Furthermore we have to take into account the costs 
involved in operating the various social arrangements (whether it be the 
working of a market or of a government department), as well as the costs \ 
involved in moving to a new system. In devising and choosing between social 
arrangements we should have regard for the total effect. This, above all, is 
the change in approach which I am advocating. 
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THE INTELLECTUAL HISTORY 
OF LAISSEZ FAIRE* 


JACOB VINER 
Princeton University 


Whe I propose to do in this lecture is to discuss the logical or rhetorical 
nature of the arguments by means of which exponents of laissez faire or of 
marked movement in its direction have attempted to win converts to their 
cause. My lecture will be focused not on the inherent merits or defects of 
laissez faire as social doctrine, but on the logical character of the case that 
its adherents have presented in support of it. My examination will be critical 
in large part, and in one major respect will not be judiciously balanced, since 
I would in many instances be even more critical of the arguments with which 
laissez faire has been attacked, but will not similarly examine these argu- 
ments. It does not add much, however, to the inherent strength of a doctrine 
that some deplorably bad arguments have been used against it. 

It is really not the laissez faire doctrine as such, but the art of persuasion 
as used in social thought, which it is the purpose of this lecture to explore. 
I have chosen the history of the advocacy of laissez faire doctrine as the 
particular field in which to observe the art of persuasion at work, partly be- 
cause it is a field with which I have some familiarity, and partly because the 
doctrine has legal and political and ethical aspects as well as economic ones, 
so that it is a subject of discourse more appropriate to the present occasion 
than would be a lecture on a narrowly technical economic issue. If in my 
wandering outside the boundaries of economics, I mishandle legal, political, 
or ethical concepts, I beg of the experts present to temper their judgments of 
my misdeeds in the light of the innocence of my intentions. 

I will carefully avoid using the term laissez faire to mean what only un- 
scrupulous or ignorant opponents of it and never its exponents make it mean, 
namely, philosophical anarchism, or opposition to any governmental power 
or activity whatsoever. I will in general use the term to mean what the pio- 
neer systematic exponents of it, the Physiocrats and Adam Smith, argued for, 
namely, the limitation of governmental activity to the enforcement of peace 
and of “justice” in the restricted sense of “commutative justice,” to defense 
against foreign enemies, and to public works regarded as essential and as 
impossible or highly improbable of establishment by private enterprise or, 
for special reasons, unsuitable to be left to private operation. Both the Physio- 


* [The second Henry Simons Lecture given at the University of Chicago Law School, 
November 18, 1959.—T ae Eprror.]} 
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crats and Adam Smith gave some sanction to the limited expansion of gov- 
ernmental activity beyond these limits. Following their example, I will not 
deny the laissez faire label to any writer who in general accepts the limitations 
I have enumerated to governmental activity, even if he occasionally, inci- 
dentally, and inconsistently relaxes these limitations slightly to permit either 
of a restricted list of minor exceptions or of temporary suspension of the 
laissez faire code in case of emergency or abnormal conditions, such as war, 
famine, or earthquake. 

No social doctrine has a meaningful historical life except with reference, 
explicit or implicit, to an existent or conceivable alternative or array of alter- 
natives. It is a useful simplification as a first approximation to regard the 
alternatives to laissez faire as lying along a straight line measuring degrees 
of governmental intervention in the field of economic activity. Looking in 
one direction, this straight line represents Herbert Spencer’s road to “The 
Coming Slavery,” or Friedrich Hayek’s “Road to Serfdom.” It is only since 
the eighteenth century “Enlightenment” that slavery and serfdom have been 
regarded as pejorative terms. Those well-disposed towards laissez faire should 
therefore perhaps use in preference such terms as “Road to Tyranny” or 
“Road to Totalitarianism,” labels which as far as I know no one would ever 
have chosen for highways on which he wished mankind to travel. Looking in 
the other direction, however, this highway also represents the Road to An- 
archy. In any case, along this road are many conceivable stopping-places, and 
no one may be interested in either of its terminal points. Route 1, a great 
national highway which connects Boston, New York, Philadelphia, Baltimore, 
and Washington, begins at Fort Kent in Maine and ends at a sand-dune 
at the southern tip of Florida. Except on the arbitrary assumption that travel 
on this road, in either direction, is totally without benefit of brakes, the termi- 
nal points of our metaphorical road are often assigned an extravagant degree 
of practical significance in discourse in this field. Until quite recent years, 
-actual and vital discussion in the public forum has turned mainly on the 
comparative merits as resting-places along our highway of points not greatly 
distant from each other, or perhaps more accurately, as between no move- 
ment at all and a limited amount of movement, sometimes in both directions 
simultaneously, from the existing resting-place. Before World War I the 
issue in debate was never, as far as I can see, between laissez faire and 
totalitarianism, or between the welfare state and philosophical anarchism. 
As I will be dealing mostly with pre-1914 facts or ideas, I will spend no time 
on St. George-and-the-dragon types of argument. 

The historical debates in this field before the Bolshevik Revolution also 
were to but slight extent in form and to even less extent in substance debates 
about “freedom” in a general or universal sense. If the debate did use the 
terminology of “freedom,” it was likely in form and even more likely in sub- 
stance to be debate about particular “freedoms” or “liberties,” often recog- 
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nized to be rival to, or only distantly related, if at all, to other particular 
“freedoms,” or to be debates about desirable degrees of a particular freedom, 
about “true” freedom versus “false” freedom, or about “freedom” versus 
“license.” Great men have differed, moreover, as to whether submission to 
an authority by voluntary consent, revocable or irrevocable, is a mark of 
freedom, or a mark of servitude, as to whether a man enslaved by force be- 
comes truly a free man if he disciplines himself into, or has been brainwashed 
into, not wanting the things, including freedom from slavery, which his status 
as a slave makes inaccessible to him. If stone walls do not a prison make, 
nor iron bars a cage, “freedom” becomes a much less important concept his- 
torically than the historians have usually taken for granted. This is true also 
in the economic field if the important freedom here is freedom of choice, but 
absence of power in the sense of economic resources, or of acquired knowledge 
and skills, or of the appropriate complexion, makes subjective exercise of that 
freedom of choice little more than indulgence in wishful daydreaming. Free- 
dom defined, as it often has been, as the power to do what it is right to desire 
to do, with some external authority, often claiming to be speaking for God, 
deciding what it is right to desire to do, also seems to me an intellectually 
uninteresting variety of freedom, although I would not for a moment deny 
that thousands of men have willingly died for that kind of freedom. 

On the relation of freedom to act to power to act, the only kind of power 
to act which a sampling of the voluminous literature on freedom as an ab- 
stract or general concept persuades me it is usually safe to ignore is the kind 
of power te act which would be fairly represented by such acts as jumping 
over the moon or moving mountains by exhortation or hanging up one’s cloak 
on a moonbeam. Even here, however, caution is needed lest we attribute the 
existent limitations on the power of a particular man to act which have a 
social origin to Providence or to the laws of physical or human nature. I will 
return to this later. In any case, not only does the history of discussion about 
“economic freedom” offer abundant evidence in support of St. Thomas 
Aquinas’ dictum that “When reason argues about particular cases, it needs 
not only universal but also particular principles,” but it provides some war- 
rant for going farther, and maintaining that universal principles that are 
meaningful and serviceable to some good purpose can be derived, if at all, 
only from such particular principles as can be formulated in the attempt to 
deal wisely with particular cases. 

As a general and systematically expounded doctrine, the doctrine of laissez 
faire made its first appearance in the eighteenth century. As is always the 
case for complex doctrines, however, it made use of ideas and maxims in- 
herited from earlier times. Combining them with some new ideas, it con- 
structed, from the old and the new, a doctrine which was without a close 


* Summa Theologica. I. II. q. 58. a. 5. 
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previous counterpart. To point out some elements of earlier thought which 
were to be embodied in the eighteenth-century laissez faire doctrine will be 
my next task. 

The economies of ancient Greece and Rome rested on a foundation of 
slavery, and, by the leading philosophers at least, the merchants were re- 
garded with suspicion as to their morals and with aristocratic contempt as 
to their role and status in the good society. In this setting, an ethical doctrine 
of individual freedom in the economic sphere, whether for merchants or for 
manual laborers, would have had infertile ground to grow up in, and neither 
Greek nor Roman philosophers were sufficiently interested in such lowly 
matters as production and the market to apply their wits to the formulation 
of an economic case for or against economic freedom. Early Christian thought 
held temporal matters as of only trivial and transitory significance, regarded 
commercial activity as almost inevitably motivated by avarice and permeated 
by cheating and exploitation, and insisted that the only truly valuable free- 
dom in temporal matters was the subjective freedom which could be won by 
the suppression of desire for temporal goods not unqualifiedly necessary for 
survival. The slave who had disciplined his passions was declared authori- 
tatively to be in all that really mattered freer than his master who eagerly 
pursued worldly goods. 

A few ideas from classical times, however, were later to be rediscovered 
and developed to constitute elements in a full-fledged laissez faire doctrine. 
The defense of private property as against communism presented by Aristotle, 
and taken over by several of the early Christian Fathers, included the propo- 
sition that private property alone imbued men with the incentives necessary 
for care in the preservation of scarce assets and for industrious application 
to producing useful goods. Aristotle’s description of man as a political or 
social animal was to be made the keystone later of the case for laissez faire 
on the basis of a natural harmony of interests between individual and com- 
munity. The beginnings of a doctrine of the providential ordering of nature 
included the proposition, later to be used to give a religious flavor to the 
argument for free trade in international commerce, that Providence had as- 
signed different climates and resources to different peoples, in order that they 
should be mutually dependent on each other for subsistence, and thus, through 
the medium of commerce, should join in the universal brotherhood of man. 
The maxim of Horace, “You may drive nature out with a pitchfork, but 
it will always return,” and other Roman maxims about the necessity .of “fol- 
lowing nature,” were later to be repeatedly invoked to support the proposition 
that governments could not succeed in directing particular economic activities 
counter to the restraints set by physical nature and the instincts and drives 
of human nature. More to the point, though perhaps intended only as de- 
scriptions of the status of an elite rather than as general social norms, were 
the four freedoms which the priests of Apollo at Delphi around 200 B.c. 
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formulated as constituting the difference between freedom and slavery: pro- 
tected legal status in society; freedom from arbitrary seizure or arrest—or 
habeas corpus, if you like; freedom of choice of economic occupation; right 
of unrestricted movement from place to place.” 

The “rule of law rather than of men” doctrine which was later to be held 
to be an essential safeguard of economic and other freedoms was presented 
in a qualified and ambiguous version by Aristotle: 


.. . laws, when good, should be supreme; and . . . the magistrate or magistrates 
should regulate those matters only on which the laws are unable to speak with preci- 
sion owing to the difficulty of any general principle embracing all particulars.* 


It was later to be pointed out, and still later to be forgotten, that against 
the gain of legal certainty and of protection against tyrants afforded by “the 
rule of law” was to be set the loss of equity and of adaptation of rules to the 
peculiarities of particular cases. 

[t was a commonplace among the Romans that the most corrupt republics 
had the greatest number of laws. I suspect that this was sometimes not meant 
as advocacy of a minimum of law, but as an expression of a preference for 
“court law” and for common law over statutes, which were by the Romans 
resorted to comparatively infrequently, to deal either with emergencies or 
with situations requiring uniform applications of measured penalties, or meas- 
ured uniformity in some other respect. 

From the time of classical Greece on, there was prevalent the doctrine that 
government was as “natural” as the family or as society. Cicero held that 
government grew or evolved by as “natural” a process as did customs or 
mores, and later this was to develop into the doctrine that the growth of 
government made little more demand on genius and over-all design than did 
the growth of language. The counter-doctrine that government was a neces- 
sary evil, arising out of the fall of man and original sin, and having as its 
sole reason for existence the disciplining of sinful man, seems to have entered 
the mainstream of western thought with the advent of Christianity. “Law,” 
said St. Paul, “is not made for a righteous man, but for the lawless and unruly, 
for the ungodly and sinners. . . .”* St. Augustine struck a similar note, and 
the Augustinian phase of the Christian tradition kept emphasizing this idea, 
which is prominent in Jansenism and also, as a reply to anarchistic ideas, in 
Luther and Calvin. In seventeenth and eighteenth century England, the idea 
in secularized form was repeatedly presented as an argument for narrowly 
restricting the range of activity of government. John Locke, David Hume, 
Adam Smith, all made some use of the argument, but its most famous state- 
ment was by Thomas Paine, in Common Sense (1776): 


*See Westermann, Between Slavery and Freedom, 50 Am. Hist. Rev. 216 (1945). 
* Politics, iii. 11. 19; 1282b ff. 125 (Jowett, tr., Oxford, 1908). 
*I Timothy, 1:9. 
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[Natural] Society is produced by our wants, and government by our wickedness; 
the former promotes our happiness positively by uniting our affections, the latter 
negatively by restraining our vices. The one encourages intercourse, the other 
creates distinctions. This first is a patron, the last a punisher. 

Society in every state is a blessing, but government, even in its best state, is but 
a necessary evil. . . . Government, like dress, is the badge of lost innocence.5 
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Modern Catholic critics of what they term “capitalistic individualism” and 
“economic liberalism” have charged the spread of Roman law teaching 
throughout Europe from the thirteenth century on with facilitating their rise 
by undermining Church and canon law influence in favor of civil power and 
secular law, and thus replacing the moral influence of the Church by the 
individualistic spirit of the Roman law. They claim that there was for cen- 
turies an open and sharp conflict between the Church and the Roman lawyers, 
with the ultimate victory of the latter preparing the way for the disastrous 
dominance of laissez faire and of the undisciplined capitalist spirit. Other 
scholars have claimed that the extent of the hostility of the Church to Roman 
law has been exaggerated and that what friction there was resulted in the 
main from other causes, political rather than doctrinal.’ 

It would not be fair to compare for their level of edification, as has been 
done, a treatise on Roman law, with its strict attention to practicality and 
working-rules for adjudication of property rights, to a medieval Summa, with 
its disorderly mixture of legal rule, ethical precept and counsel, and spiritual 
exhortation. It may be true that there was in Roman law an individualistic 
spirit and a degree of recognition of individual “rights” which influenced 
Continental lawyers in a direction favorable to the reception of an approach 
to the laissez faire doctrine. But the great Roman law codes concentrated on 
private law, and the issues involving the relations of citizens and government 
arose mainly in the fields of public and administrative law. A major precept 
of private law always is “to render to every man his own,” and much of the 
content of the Roman law of property and of sales consisted of rules framed, 
apparently admirably, on the basis of convenience rather than on abstract 
principle, for determining the validity of claims of individuals on other indi- 
. viduals. The claims of government against individuals were a matter of public 
law. A large area, moreover, even of private law was left uncovered by specific 


*I The Writings of Thomas Paine 69 (Conway, ed., New York, 1894). 


* See, for example, C. de Monléon, L’Eglise et le Droit Romain (Paris, 1887) ; G. Ardant, 
Papes et Paysans 40-41 (Paris, 1891) ; J. Jannsen, II History of the German People at the 
Close of the Middle Ages 169 ff. (translated from the original German) (London, 1896). 
Cf. P. Vinogradoff, Roman Law in Medieval Europe 142 ff. (2d ed., Oxford, 1929). 


*See Digard, La Papauté et l’Etude du Droit Romain au XIII¢ Siécle, 51 Bibliothéque 
de l’Ecole des Chartres (1890) ; Fournier, L’Englise et le Droit Romain au XIITé Siécle, 14 
Nouvelle Revue Historique de Droit Francais et Etranger 80-119 (1890), with useful 
bibliography. 
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rules, and was governed by so-called principles of “good faith” or of equity, 
which meant in practice the discretion of the magistrate, guided by his inter- 
pretation of the prevailing moral code.® 

In criticisms of Roman law on the ground that it gives unduly free reign 
to economic individualism, two specific charges are repeatedly made: that it 
defines individual property rights in too absolute a manner and that in the 
law of sales it follows the doctrine of caveat emptor. It has been asserted by 
modern experts, however, that the first charge rests on a definition of property 
rights which is mistranslated and cannot be found in any Roman law text; 
that the second charge is based on a term which is not meaningful in Latin, 
and is also not to be found in any Roman law text; and that both charges 
misinterpret the spirit of Roman law. 

With respect to property law, the phrase jus utendi et abutendi, on which 
the charge is made to rest, has never been found in a classic Roman law text. 
In any case, instead of being translated, as it usually is, as “the right to use 
and abuse,” it apparently should be translated as “the right to use and to use 
up in consumption,” which takes the sting out of it.® In the Middle Ages there 
was cited as a maxim of Roman law: “It is expedient for the commonwealth 
that a man should not use his own property badly.”!° 

In the Roman law of sales, the dominant principle was that “a bargain 
was a bargain,” but only subject :o complete absence of fraud or deception, 
to reasonable disclosure of defects of merchandise by the vendor, enforced 
by strict rules of warranty, and to good morals in general."? The great Roman 
law codes cited the dictum that the law tolerates a certain amount of “over- 
reaching” in the higgling of the market. This did not mean, however, sanction 
of fraud, and modern experts have ascribed more rigor in some respects to 
the Roman law of sales than to the corresponding provisions in English or 
American common law as applied in our times. 

What seems to be true is that by its precision and its systematic and prac- 
tical character the Roman law provided valuable foundations for the develop- 
ment of a body of commercial law under which private enterprise could 
successfully operate. Beyond this, it does not seem likely that the “free 
market” of modern capitalism has any important indebtedness to Roman law. 


* Cf. C. P. Sherman, II Roman Law in the Modern World 149 ff. (Boston, 1917); F. Schulz, 
Principles of Roman Law 30, 150 ff. (Oxford, 1936) ; Levy, West Roman Vulgar Law: The 
Law of Property, 29 Memoirs of the American Philosophical Society, passim (1951). 


*See D. L. Douie, The Nature and the Effect of the Heresy of the Fraticelli 203 (Manches- 
ter, 1932) for insistence by a medieval cleric that this latter was the correct translation. See 
also V. Brants, L’Economie Politique au Moyen-Age 61-62 (Louvain, 1895), for the origin 
of the phrase. 


* B. Tierney, Medieval Poor Law 38 (Berkeley, 1959). 


“ Cf. Levy, Natural Law in Roman Thought, Pontificum Institutum Utriusque Juris, 
15 Studia Et Documenta Historiae Et Juris 21 (Rome, 1949) ; M. Radin, The Lawful Pursuit 
of Gain 30 ff., 52 ff., 137 ff. (Cambridge, Mass., 1931). 
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Medieval moral theology appears to have laid down only a few points of 
doctrine which have close bearing on the issue of laissez faire. The primary 
concern of the scholastics in their treatment of economic matters was to keep 
economic behavior, and especially the intentions and objectives of the mer- 
chant, within the limits of moral principle, as defined by Revelation and by 
the law of nature. Aside from the issue of usury, where dogma was rigorous 
and was to prove excessively specific and inelastic for permanence, the scho- 
lastics condemned no specified objective behavior, no concrete acts as such, 
in the economic field, unless they found in them clear evidence or a strong 
presumption of a violation of commutative justice. Aside once more from the 
issue of usury, the scholastics and canonists generally exercised great care not 
to lay down precepts which would interfere unnecessarily with the pursuit by 
individuals of legitimate economic gain. On the other hand, they showed no 
interest in freedom in the abstract, or in particular freedoms, except as the 
freedom was from a tyrant forcing evil practices on or dealing unjustly with 
his subjects or was from burdensome legislation not directed toward the 
“common good.” They condemned no existing social institution, not even 
either slavery or feudal serfdom. They always dealt respectfully with govern- 
ment as such, except perhaps when it engaged in tampering with the coinage, 
and insisted that unquestioning obedience to official authority, except where 
divine law would thereby be violated, was a religious and moral obligation. 
On concrete economic issues, they accepted official decisions as presumptively 
correct or wise, and in any case as lying outside the realm of criticism by 
ordinary individuals. St. Thomas Aquinas, like other theologians before and 
after him, rejected the doctrine that government was in any way unnatural, 
was a necessary evil, and had become necessary only with the fall of man. 
Leadership and rule would have been necessary, Aquinas stated, in an earthly 
Paradise, even if Adam had not sinned, as it was necessary among the angels.’* 

On at least two points, however, the scholastic doctrine provided material 
which nineteenth-century Catholic writers with laissez faire tendencies were 
to make use of in building up a case against state interventionism in the 
economic field. 

The medieval moral theologians were united in holding that an essential 
part of the merit in charity to the poor was in its being voluntary. Almsgiving 
from one’s superfluity was urgent precept, not counsel, but how much to give 
was a matter of private conscience. For this reason, there was considerable 
opposition within the Church to tithes. For this and other reasons, there was 
strong opposition to provision of poor relief under state supervision and from 
tax revenues. After the Reformation, the Elizabethan poor laws making it 
compulsory for English local authorities to relieve the poor out of special 
taxes levied for that purpose were criticized by a long succession of Catholic 


“Summa Theologica, I. q. 96. a. 4. 
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writers as constituting an illegitimate encroachment of the state into an area 
which should be left to private initiative and to the Church. In the nineteenth 
century, this objection to poor relief under state auspices was by many 
Catholic writers made part of a wider case against attempts to deal with the 
problem of poverty through state action, as compromising with socialism.’ 

More important for present purposes was the medieval doctrine of the 
“just price” and, though to a lesser degree, of the “just wage.” The scho- 
lastics maintained that it was a violation of commutative justice to sell at a 
higher price or to buy at a lower price than the “just price,” which they 
explained as the price according to “common estimation.” Until recently, this 
has been commonly interpreted as meaning the fixing of prices by civil au- 
thorities or by wise men, in the interest of justice and as a restraint on the 
avarice of merchants, and as demonstrating that the medieval Church was 
hostile to the free market. Modern scholarship, however, has conclusively 
demonstrated that, except for a few nominalists, the standard late-medieval 
meaning of “common estimation” was market price under free competition, 
and that some of the scholastics even used the term equivalent to “common 
estimation in or by the market.” That they meant by the “market” a com- 
petitive market, operating under normal circumstances, they made sufficiently 
clear by their uniform condemnation of all monopolies, and by the exceptions 
they made for appeal to official or non-market determination of prices when 
abnormal conditions, such as famine or siege, or unusual absence of business 
skills or lack of bargaining power, made particular individuals unable to cope 
adequately with market processes.’ To interpret the scholastics, however, 
as enthusiasts for the free market either because of zeal for economic “free- 
dom,” or because of recognition of the merits of competition as an organizer 
and regulator of economic activity in general, would be to misinterpret them 
in the opposite direction. As far as is apparent from their texts, their accept- 
ance of the desirability of competition rested solely on belief in its efficacy in 
protecting individuals from exploitation as sellers or as buyers. 

From the sixteenth century on, there began to appear briefs on behalf of 
greater freedom of business from government interference, including defense 
of practices charged with being monopolistic. In the sixteenth century, de- 


See G. Ratzinger, Geschichte der kirklichen Armenpflege 447 ff., 556 ff. (Freiburg im 
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Probléme Economique et la Doctrine Catholique 422 (Paris, 1867). 
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fense of rugged individualism even when it had a.monopolistic taint appeared 
paradoxically enough in Protestant apologetics for Old Testament morality, 
in connection with discussions of the account in Genesis of Joseph’s successful 
venture in grain speculation. The defense sometimes took the form of justi- 
fying Joseph’s operations on the ground that they were not for private profit 
but were carried out in the public name and for the public good. John Calvin 
used this argument, but he carried his defense further so that it should cover 
Joseph’s transactions even if he had acted on his own behalf as a profit- 
seeking merchant. In the first place Joseph did not have a complete monopoly, 
since others were free to store grain if they wished. Secondly, if others out 
of free choice sold at a low price in time of plenty what they could have 
held for a time of scarcity, the losses they thus incurred were just punishment 
for their negligence, presumably in mastering the technique of business fore- 
casting. Calvin did not meet squarely the issue that Joseph, enjoying divine 
guidance, had kept his inside knowledge to himself, instead of broadcasting 
it and thus adding to the probability that enough grain would be stored in 
the fat years to enable the Egyptians to withstand with less suffering the 
lean years, but he ended his defense of Joseph’s conduct with the comment 
that divine guidance sometimes excuses actions otherwise reprehensible.” 

It was in England that a stock of ideas and values from which a general 
doctrine of laissez faire could be constructed with the aid of some ingenuity in 
selection anc synthesis was soonest and most abundantly available. Many 
modern scholars, mistaking scattered and discrete ideas as constituting a gen- 
eral theory, have found essentially laissez faire doctrine prevalent in England 
long before Adam Smith. The language of “freedom” was popular in England 
from really ancient times. There was constant appeal to “freedoms,” or 
“liberties,” or “immunities,” or “franchises,” or “properties,” or “rights,” all 
of these being substantially synonymous terms and none of these being synon- 
ymous with “freedom” in the singular. There was Magna Carta and all that. 
There was as early as 1040 the message which a rebellious lot sent to King 
Hardecanute when his agents roughly demanded payment of taxes for which 
there was no precedent: “We are freemen born and freemen by nurture; we 
will obey no ruler who treats us unjustly; we are dedicated either to liberty or 
to death.”?® Even when specific “liberties” were being argued for, the most 
ardent advocates explained that what was in issue was “liberty within the 
law,” and not an absolute liberty to do as one pleased, which would be “li- 
cense,” that was in issue. “Liberty within the law” meant liberty from the 
exercise of authority by an unqualified agency, or without “due process of 
law”; it did not mean liberty from interventionist legislation; it often meant 

* See A. Williams, The Common Expositor. An Account of the Commentaries on Genesis 
1527-1633, 225 ff. (Chapel Hill, 1948). 
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submission without complaint to a severe but accepted agency of coercion 
where even a mild exercise of authority by a disliked agency would be furious- 
ly rejected. Of the notion of adding specific liberties to each other so as to 
obtain a maximum amount of liberty in general, I can find no clear trace 
before Adam Smith. Of the notion that “freedom” is indivisible, I can find no 
clear trace until the twentieth century,!* and then I cannot fathom its mean- 
ing. 

It has been held that the English common law was a great and good friend 
of economic freedom. The common law lawyer inevitably has a professional 
jealousy of any forms of law-making other than through court decisions rest- 
ing their claims to validity on earlier court decisions. In the Stuart period, law 
was not only being promulgated without the customary sanction of Parlia- 
ment, solely by royal prerogative, but new courts had been established by 
monarchial act which decided cases without express appeal either to statutes 
or to past court decisions. It was in this period that Sir Edward Coke appealed 
to the common law as a traditional barrier to the interference by government 
with the economic and other “freedoms” of the individual. It seems now to be 
generally agreed, however, that Coke, in his righteous indignation against 
usurpation of power by the king, distorted and misinterpreted the past com- 
mon-law tradition to make it seem more strongly favorable to what we would 
now call economic liberalism than it was in fact.?® 

Even to Coke, moreover, the “liberty” of the common law was a much nar- 
rower, a much more specific and limited obstacle to any species of government 
interference with private economic activity, than would be the “liberty” or 
“freedom” of full-fledged laissez faire doctrine. It was a maxim of Coke him- 
self that “the common law will rather suffer a private injury than a public in- 
convenience,” and evidence is lacking that common-law lawyers were less 
adept or less willing than bureaucrats or legislators to discover public incon- 
venience or “public policy” reasons for not protecting a private tight. In a 
1607 common law case, where a candlemaker was indicted for causing a 
nuisance by the odor of his process, the court held that “Le utility del chose 
excusera le noisomeness del stink,’’® but it could equally well have decided 
otherwise.”° 

™ Compare, however, 77 Edinburgh Rev. 224 (1843): “Be assured that freedom of trade, 
freedom of thought, freedom of speech, and freedom of action, are but modifications of one 


great fundamental truth, and that all must be maintained or all risked; they stand or fall 
together.” 
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Material for building up a case for laissez faire exists even in the writings 
of the mercantilists, despite the fact that what we now call “mercantilism” 
consisted primarily of a body of doctrine expounding and of practice employ- 
ing ways and means whereby government could make private interest, when 
subjected to taxes, import and export duties and prohibitions, subsidies, and 
other regulatory and coercive measures, operate to augment national wealth 
and national power. 

Few if any mercantilists had an undiscriminating, unmotivated, and un- 
limited passion for state intervention in all its conceivable forms, degrees, and 
applications. Most mercantilists had some particular freedoms which they 
cherished either for themselves or for their fellow-citizens. Even mercantilists 
were aware that there were limits to the capacity and wisdom of government; 
that attempts of government to interfere where individuals had interests to 
which they were intensely devoted were liable to result in breakdown; that, as 
compared with direct controls, indirect controls often were more efficient, 
aroused less resistance, involved the public in less inconvenience. Horace 
Walpole was a routine moderate mercantilist, but it was with genuine amuse- 
ment that he related how his ‘‘aunt, Mrs. Kerwood, reading one day in the 
papers that a distiller had been burnt by the head of the still flying off, said 
she wondered that they did not make an Act of Parliament against the heads 
of stills flying off.” On specific issues, the moderate mercantilist could often 
sound like a moderate exponent of laissez faire, and mercantilists would not 
dispute the general principle that the state should not interfere except where 
the public interest or the common good would best be served by interference. 
Even between extreme mercantilists and extreme advocates of laissez faire the 
difference in avowed general principle might consist only in that the mer- 
cantilist would stress the duty of intervention unless, by exception, good 
reason existed for leaving things alone, while the laissez faire doctrinaire 
would insist that the government should leave things alone unless by exception 
special reasons existed why it should intervene. It is thus not difficult, by 
judicious selection of passages from the literature of English mercantilism, to 
make out a plausible case for its “liberal” character. The only questions that 
remain are what we are to do about the passages, by far more numerous, 
which have a contrary tenor, and how we are to explain the three centuries of 
statute books stuffed with legislation of a nature to set Adam Smith’s teeth 
violently on edge. It does not seerr ~ossible, on the basis of any reasonable 
definitions, to find any trend in England away from “interventionism” and 
toward laissez faire, in doctrine or in legislation, between, say, 1660 and dec- 
ades after the publication of the Wealth of Nations in 1776. In the field of 
public administration, of enforcement of interventionist legislation, the period 
was marked by slackness, by an approach to administrative nihilism. But the 
slackness had no doctrinal basis. It was commonly deplored, not lauded. 
The mercantilists adhered to the ancient psychological doctrine that man 
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was a “selfish,” or at least a “self-regarding” animal; they followed the unani- 
mous opinion of their predecessors that out of individual selfishness, unless 
regulated and disciplined by a superior authority, there could not come a good 
society; they accepted without scrutiny the proposition that for individuals 
(though not for governments or princes) the predominant self-regarding 
interests were economic in character; they accepted man’s selfish nature as a 
fact, without special interest in appraising it in moral or religious terms; they 
saw in an active and interfering government the only force strong enough to 
harness all of this selfish energy to a desirable social, that is, national, set of 
objectives. 

I turn now to an English author, Thomas Hobbes, who is occasionally cited 
as one of the sources of English laissez faire doctrine, but is more often cited 
as an early exponent of the totalitarian state. It is not too difficult to explain 
how Hobbes came to be for some the archetype of the totalitarian and for 
others a pioneer exponent of liberal doctrine. Hobbes was an exponent of cen- 
tralization of coercive power, of its monopolization by the sovereign. That is 
why he is regarded by many as an exponent of totalitarianism. But, like the 
later Physiocrats, who were greatly influenced by him, he wanted power cen- 
tralized in order to minimize its use, in order that no one except the sovereign 
should be in a position to exercise coercion over individuals. The sovereign 
should exercise the power under his command only for legitimate purposes and 
to the minimum degree consistent with the realization of such purposes. In all 
his many writings there is very little advocacy of any use by the sovereign of 
his power except for national defense and to assemble, and so-to-speak to put 
under lock-and-key so that it would not be used, any segments of coercive 
power which might otherwise be available for use by Church, by private 
armies, by particular groups, or by over-rugged individuals. According to 
Hobbes, man living in a state of nature would be constantly engaged in a war 
of all against all, and government was necessary if man’s wolfish instincts were 
not to govern his behavior. It seems clear, however, that Hobbes would have 
conceded, if asked, that man, once he is living in civil society, displays and, 
with safety to himself and benefit to his community, exercises a wide array of 
social and cooperative instincts which in the state of nature would be fatal to 
his survival. In any case, Hobbes put less stress than did the mercantilists 
generally on the strictly economic character of man’s objectives in civil soci- 
ety. “The business of the World,” he stated, “consisteth in nothing else but a 
perpetual contention for Honor, Riches, and Authority.” In a well-policed 
state such contention could presumably proceed without undermining civil 
order and with beneficial effect on the community’s general well-being. Be- 
yond its policing function, the state need not be an active or meddling or plan- 
ning state. It is not absurd, therefore, to interpret Hobbes as primarily an 
exponent of a state powerful enough to assure and protect individual freedom. 
His political and ethical doctrines, and his intolerance of any sharing of 
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power with the Church, however, made his views exceedingly unpopular in the 
England of his time. In France, the wide acceptance of Gallicanism with 
respect to the relations of Church and State, and of monarchical absolutism 
and centralization in the political field, made for a more receptive attitude 
towards Hobbesian doctrine. 

In England the most important intellectual developments which finally pre- 
pared the ground for the formulation of an economic doctrine of laissez faire 
consisted of contributions by moral philosophers and theologians whose major 
objective often was to rebut Hobbes, even though on strictly economic mat- 
ters Hobbes was probably less state-interventionist than many of those who 
opposed him on ecclesiastical and moral issues. The major ethical doctrines 
developed to rebut Hobbes were in the eighteenth century distinguished as the 
“selfish” and the “sentimental” schools. Both of these schools provided in- 
gredients for the laissez faire doctrine even in its mature nineteenth-century 
form. 

The “selfish school” consisted predominantly of a long succession of Cam- 
bridge University moral philosophers, to whose doctrine there was given in the 
nineteenth century the appropriate-enough label of “theological utilitarian- 
ism.” To serve their purpose of demonstrating a vital social function for the 
belief in immortality and in future rewards and punishments, or in other 
words for orthodox religion, they attacked Hobbes’s stress on the adequacy of 
the state—or of the policeman—as a moralizer of society. On the other hand, 
to rebut the optimistic account of human nature given by the sentimental 
school, which seemed to make unnecessary either a strong police force or 
powerful religious sanctions, they retained and even accentuated the pessi- 
mistic appraisal of human nature when left to its own devices presented by 
the Augustinian tradition within religion and by Hobbes and the libertines 
outside it. The connection with laissez faire of this school is a tenuous one— 
by stressing the theological sanctions for good social behavior and the limited 
scope and efficacy of governmental sanctions, they directed attention away 
from, though without expressly denying, the need for extensive social disci- 
pline applied by government. 

The “sentimental school” had much greater importance for laissez faire 
doctrine. It was launched in the seventeenth century, as a reply to Hobbes, 
by theologians of deist tendencies and by laymen of even more doubtful reli- 
gious orthodoxy, of whom Lord Shaftesbury was most prominent. The essence 
of their doctrine for present purposes was the stress on the social sentiments, 
on the non-rationalistic social instincts and affections of men, which led them 
to serve their fellowmen out of sympathy and fellow-feelings. Francis Hutch- 
eson, the teacher of Adam Smith at Glasgow, was a member of this school, and 
the “moral sentiments” of Adam Smith’s Theory of Moral Sentiments were 
essentially variants of the sympathy, the benevolence, and “the moral sense” 
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which were the key elements in the social philosophy of Shaftesbury and of 
Hutcheson. 

It is necessary to mention one other line of doctrine formulated in rebuttal 
of Hobbes, the doctrine of Bishop Richard Cumberland, which influenced both 
the Physiocrats and Adam Smith. Cumberland argued that the social order 
was so constituted that there was essential harmony between rational self- 
interest and the common good, and that even in the absence of government, or 
of hope for future rewards and fear of future punishment, rational men would 
constitute a good society—though not as good a society as if religious and 
political sanctions for good social behavior were also operative. It needs to be 
noted that while the sentimental school relied on instincts for good social be- 
havior, Cumberland put his emphasis on the double rationality: of men and 
of good social behavior. 

The Physiocrats arrived at their laissez faire doctrine by way of a curious 
blend of the myth of a beneficent physical order of nature, of Hobbesism, of 
Cumberland’s and Cartesian rationalism, and of some fresh and important 
economic analysis of the coordinating, harmonizing, and organizing function 
of free competition. There was a providential harmonious and self-operating 
physical order of nature, which, under appropriate social organization and 
sound intellectual perception, could be matched in its providential character, 
in its automatism, and in its beneficence, in the social order of nature. Through 
proper education this would become “evident” (in a special sense of the word) 
to all men; by reasonable men what was the “evident” course of behavior to 
follow in the social interest would be seen also to be the proper course of be- 
havior in their own individual interest. It was the role of economists to per- 
ceive and to expound, to government and to the public, this “evident” truth. 
It was the role of government, through its Hobbesian monopoly of power, its 
“legal despotism,” to bring about, with the help of the economists, the gen- 
eral acceptance of the “evident” doctrine, and to suppress inconsistent or hos- 
tile action on the part of ignorant or malicious individuals, of monopoly 
groups, and of unfriendly foreign countries. Beyond this, the normal opera- 
tion of free competition would suffice, without further state intervention, to 
produce in the social order that harmony, mutual cooperation, and efficiency 
“evident” in the physical order of nature. It can be argued that, aside from 
their economics, for which their indebtedness was to earlier French writers, 
notably Boisguilbert and Cantillon—who was really Irish—and from their 
doctrine of “evidence,” which derived, with distortions, from Descartes, the 
heaviest indebtedness of the Physiocrats was to Hobbes and Cumberland. 

In Adam Smith’s system of laissez faire, the functions assigned to govern- 
ment were substantially identical with those assigned by the Physiocrats: 
maintenance of inter-individual justice; defense; and essential “public 
works,” including education as such, of a kind which private initiative would 
not or could not undertake, or which for special reasons, such as their monopo- 
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listic character, it would not be safe to leave in private hands. For Adam 
Smith, laissez faire in the economic sphere found its intellectual basis in 
terms of a comprehensive system of social thought which drew eclectically 
from a wide variety of earlier sources, but added discussion of freedom or 
“natural liberty” understood in a general or universal sense to discussion in 
the traditional way of particular “freedoms” or “liberties.” For the social sys- 
tem as a whole, excluding its market aspects, the beneficial outcome of laissez 
faire, according to Smith, results from the social instincts imbedded in human 
nature, as well as from the “moral sentiments”: sympathy for others, the de- 
sire for social approval, the dictates of conscience, and, to a minor extent, 
benevolence toward others. In the economic market-place, as described in the 
Wealth of Nations, the beneficial outcome of laissez faire is ascribed to other 
factors than instincts and social sentiments, except as the simple rules of 
commutative justice are voluntarily obeyed. Within the family, in relations 
with one’s friends and one’s immediate neighbors, in one’s operations as a 
patriotic citizen of one’s country, the instincts, the social sentiments, con- 
science, the desire for public approval, sympathy, benevolence, patriotism, 
suffice to produce a good society. In the market, however, one is dealing as 
with strangers; to use later terminology, the market is “anonymous,” is ruled 
by the “cash nexus.” The social sentiments, therefore, are not aroused into 
action, and man behaves in response to calculating, rational self-interest. 
Fortunately, however, the nature of economic process is such, it involves such 
a high degree of harmony of interests between the individuals participating in 
it, that government, provided only that it enforces the rules of justice, need 
do little else to assure a flourishing economy. 

It is not clear that Adam Smith believed that laissez faire would carry the 
wealth of a nation to some kind of theoretically-conceivable maximum. What 
is clear is that, subject to a vague and in part logically inconsistent list of 
qualifications, he believed that economic society left to its autonomous opera- 
tion would produce a higher level of economic welfare than would accrue if 
government, inefficient, ignorant, and profligate as in practice it was, should 
try to direct or regulate or operate it. It is clear, moreover, that for Adam 
Smith laissez faire, beyond its material benefits, had ethical or moral value in 
that it left to the individual unimpaired that “natura! system of liberty” to 
which he had a natural right. It is quite probable, therefore, that Adam Smith 
would have rejected an extensive program of state regulation of economic 
enterprise even if he had believed that the wealth of nations could thereby be 
augmented. 

The post-Smithian English doctrine of laissez faire as expounded by the 
English classical economists, while heavily indebted to the Physiocrats and to 
Adam Smith, did have some original ingredients. The classical economists 
thoroughly secularized the doctrine, and dispensed with appeal to the “in- 
visible hand” to bolster up the argument that man acting in the pursuit of his 
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own interests would at the same time best serve the community interest. In 
the second place, here following Adam Smith but deviating from Cumberland 
and the Physiocrats, they attributed the socially beneficial behavior of indi- 
viduals not to a rationalistic perception by these individuals that the common 
good was also their own private good, but to an inherent quality in competi- 
tive economic behavior which made the common good an incidental and not 
deliberately sought by-product of the pursuit by the individual of his own 
particular good. Thirdly, as an analytical device, instead of relying on the real 
man psychologically speaking such as they observed him to be in fact, they 
invented a construct, the economists’ “economic man,” who, as an abstraction, 
corresponded closely to Adam Smith’s whole man or real man as he was when 
operating in the market-place. But the classical school did not present the 
“economic man” as more than a somewhat distant approximation to the real 
man even as he behaved in the market-place. They accepted this as a useful 
abstraction, in the belief that it was sufficiently close to reality to provide a 
substantially correct over-all account of the behavior of the competitive mar- 
ket under laissez faire. In principle, however, they were always, and in prac- 
tice they were sometimes, prepared to qualify their analysis whenever it was 
observed that the behavior of the real man was substantially different from 
that of the “economic man.” 

With the later Manchester School and with that most facile and most super- 
ficial of the expounders of laissez faire, the Frenchman Bastiat, as with the 
early academic exponents of laissez faire in the United States, the “invisible 
hand” returned as a substitute for genuine economic analysis in the explana- 
tion of the natural harmony between private and public good. For Richard 
Cobden, “Free trade was the international law of God” and presumably 
domestic laissez faire was the domestic law of God. In principle, however, if 
by no means universally in practice, later exposition of laissez faire by econo- 
mists was made contingently to rest on the presumed behavior of an “eco- 
nomic man” coldly calculating, rational, alert, well-informed. But they recog- 
nized this “economic man” to be an analytical construct differing in some un- 
sperified degree in the psychology attributed to him from the real flesh-and- 
blood and heart-and-incomplete-mind types that were alone visible in the real 
world. They all consequently acknowledged at one time or another that the 
issue as to the desirable degree or kind of state intervention could not be satis- 
factorily resolved logically by abstract argument alone, based on the workings 
of a system of free competition in a society composed of “economic men.” 
Judgment, wisdom, knowledge, even upon occasion charity, needed also to be 
called upon. This might justifiably lead in particular instances, transient or 
lasting, to major exceptions being properly made to the principle of non- 
intervention. This was true particularly of the later classical and neo-classical 
economists. They all expressly and vehemently disassociated themselves from 
the Manchester School and from those other fanatic exponents of laissez faire 
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who proclaimed with much assurance and sometimes with the appearance of 
complacency that it was impossible for the state to assume any general and 
positive responsibility for the relief of even major distress without ultimately 
accentuating that distress. 

A detailed listing of the concessions and qualifications ceded by writers who 
were or who later were regarded as leading expositors of the doctrine of laissez 
faire would constitute a lengthy and impressive document. But these excep- 
tions and qualifications were rarely, if ever, integrated with the laissez faire 
part of their doctrine in such a way as to disclose the principles by which the 
proper time and form and degree of departure from laissez faire could be judi- 
ciously determined, or by which the cases where departure was indicated could 
be differentiated from those which fell unquestionably within the scope of 
laissez faire. Bentham, perhaps, came closest of all to formulating on a 
reasoned and consistent basis the considerations which should decide, to use 
his terms, the “Agenda” and the “Non-Agenda” for government, but later 
Fabian socialists as well as later economic liberals were to derive their doc- 
trinal inspiration from him. 

To quote a second time a dictum of St. Thomas Aquinas which impresses 
me as having direct and weighty bearing on the intellectual history of laissez 
faire: “When reason argues about particular cases, it needs not only universal 
but also particular principles.” Except for playful intellectual exercise, or as 
a first stage of a first approximation in a sustained logical argument, universal 
principles seem to me to have no useful role in argument, and particular cases 
or restricted classes of cases to comprise almost everything that is worth 
arguing about—or dying for. And information, wisdom, judgment, measure- 
ment-of-a-kind of things not scientifically measurable, compassion for the 
weaker segments of mankind, always—or nearly always—need to be permit- 
ted to corrupt the logical rigor of abstract argument if the final result is to be 
reasonably applicable to particular cases, and if in a democratic society it is 
to find wide and lasting avceptance. Good abstract argument is an essential 
tool for the organization of knowledge and for bringing values to bear on pub- 
lic issues. But the rhetoric of abstract argument has no built-in devices to 
guard against neglect or oversight of relevant major values, and abstract argu- 
ment is a tool for processing information, not a substitute for it. 

The good citizen will—or should be—passionately devoted at any moment 
to a number of general principles, often recently acquired, often part of an 
ancient intellectual inheritance, often largely contradictory among themselves. 
In practice, he will unconsciously compromise them, or choose between them 
in the light of the emphasis being given them in the current flow of rhetoric to 
which he is being subjected. The effective crusader for good causes will in any 
campaign of persuasion deliberately or by temperament or in ignorance select 
for emphasis as supreme above all others at least in the existent circumstances 
a single general principle, or a small number of presumptively harmonious 
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general principles, and will leave to those hostile to his cause the search for 
intellectual or practical flaws in his argument. There is a third kind of rhetoric 
which also has logical and practical claims to merit and to utility, whose task 
it is to explore the conflicts between principles, to search out the importance 
of degree, relation, and proportion, to discover for particular values their 
appropriate place in the process of persuasion. To me this last kind of rhetoric 
seems a most appropriate one for the academic scholar and providing moral 
and material support for those who attempt to use :t seems the most valuable 
service a great university can render to the process of reaching worthy deci- 
sions on questions of social policy. 

It is permitted to the crusader to argue for the desirability of laissez faire, 
as a routine application of some general principle, such as that liberty is desir- 
able and laissez faire is an important form of liberty. The rhetorician in my 
third category, however, does not permit himself to forget that there is a great 
variety of species and degrees of liberty, interrelated in complex and chang- 
ing patterns of mutual dependence, of mutual reinforcement, of rivalry, of 
conflict, and that particular species of liberty can have widely-different signif- 
icance for individuals differing in their psychological make-up and in their 
material circumstances. Even if liberty in some general sense were the one 
supreme and absolute good for all men, it would still remain necessary—and 
often difficult—to seek light on whether the establishment or retention or 
restoration of a particular liberty added to or subtracted from the system of 
liberties as a whole. Particular liberties may clash, moreover, not only with 
other liberties, but with other values than liberty, as, for example, individual 
or national security, prosperity, internal peace and order, equity. The tragic 
element in decision-making arises often, not from the conflict of good with 
evil, but from the conflict of true values with each other. 

A “general principle” always beloved of those content with the status quo 
is that since major social institutions evolve slowly through time, without 
benefit of over-all design by geniuses, there is a strong presumption that at 
any given time existing institutions of ancient origin must have wisdom and 
merit in them. This is another of those general principles whose axiomatic 
character is not obvious to me, but whatever its validity, it has weight only as 
an argument against rapid social change, or against certain procedures for 
bringing change about. Governmental interventionism has also, until recently, 
and with a nineteeth century interlude of retrocession, evolved slowly. The 
bearing of all this on laissez faire seems to be only that movement away from 
laissez faire or movement towards laissez faire should be cautious and piece- 
meal, Cournot, a distinguished nineteenth-century economist and philosopher, 
held that the limits of state intervention must be set piecemeal, by trial and 
error, in the light of circumstances, of established customs, of ruling ideas, 
and cannot be dealt with as within the realm of scientific determination. I 
would be prepared to buy this as a persuasive “general principle.” He pro- 
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ceeded, however, to argue that there were excellent reasons why, in the con- 
flict between freedom and regulation, freedom should in the last resort be the 
winner. For just as each freedom leads to other freedoms, so each govern- 
mental regulation leads to other regulations, with this difference, that there is 
only one method of letting things alone, whereas there are an infinite number 
of ways of interfering, all more or less arbitrary.” 

I am puzzled as to what weight should be given to this ingenious argument 
against state-interference. Testing its cogency by applying it to other situa- 
tions where the issue lies between acting and not acting, I find, for instance, 
that there is only one way of not eating whereas there is an infinity of ways 
of eating, all of them more or less arbitrary. 

For economists laissez faire is most persuasive when it is presented as an 
argument for the free market. If the market is a competitive one, it is an im- 
personal—more-or-less—social institution performing a great organizing 
service with respect to allocation of resources to production, determination of 
prices, distribution of the current products of industry. There is no theoretical 
basis that I know of whereby, without introducing assumptions counter to 
fact, it can be demonstrated that the resultant allocation of resources, price 
structure, or distribution of current income is an ideal or “optimum” one. But 
what can be persuasively argued—perhaps even “proved” in the sense in 
which David Hume and John Stuart Mill used that word, as meaning an 
argument so persuasive that any reasonable man will accept it and act accord- 
ing to it until a better argument or fuller information comes along—is that 
random interferences with the working of a competitive market will make it a 
less efficient organizer of economic activity. A fortiori, stupid or malicious or 
clumsy interference by legislature or bureaucrats will impair its working. The 
total suppression of the free market would, I am sure, for any modern country, 
including Soviet Russia, mean an approximation to total chaos, but no one of 
consequence has apparently ever proposed it seriously. 

This still leaves open, however, a large area suitable for reasoned debate 
even about the market. Can anything like a general rule in the service of eco- 
nomic efficiency, or of an ethical ideal, or of “freedom” in general, be laid 
down against selective tampering with the free-market process by a govern- 
ment well intentioned and reasonably intelligent? Tampering of a kind con- 
tinuously goes on in the courts or legislatures of all countries in the interest of 
commutative justice: to take care, for instance, even in cases of free contract 
between two individuals, of the interests of the young, of the especially igno- 
rant, of those caught in emergency situations not foreseeable at the time of 
the contract, and of particular individuals not parties to the contract, but 
affected by them. 


™ A. A. Cournot, Considérations sur la Marche des Idées 87 (F. Meurtre, ed.; Paris, no 
date). 
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Bentham, in his general exposition, held that to interfere with a free con- 
tract in a free market in the supposed interest of the parties, where there was 
no recognized adverse impact on particular non-participants in the contract, 
would be to make the absurd assumptions that a government or an official can 
know better than a man knows what that man wants, and can know better 
than that man knows what are the most efficient means for him of satisfying 
his wants. I can only say that I fail to see the axiomatic nature of either of 
these propositions, and that a plausible case can be made for a substantial 
mass of legislation and of court-law which takes for granted that reasonably 
definable sets of circumstances do arise under which an authority can know 
better than an individual both what that individual wants, if more than a 
moment is taken into account, and how that individual can most efficiently 
satisfy his want. 

The classical exponents of laissez faire always qualified their enthusiasm 
for the free market by the condition that it should be a competitive market. 
Adam Smith, for instance, intensely disliked monopoly in all its forms. He 
regarded merchants as perpetual seekers of monopoly power. Also, because he 
thought that in all but routine activities they would inevitably be inefficient, 
he disliked all large-scale privately owned companies. Adam Smith believed 
that the merchants of his time, large-scale and small-scale, were in constant 
conspiracy to establish monopoly control over prices, and that their con- 
spiracies were often successful. 

In one field of commerce, however, the internal corn trade, where opinion 
in general was most disposed to share his belief in the prevalence and the evil 
of a monopolizing tendency, Smith displayed a marked scepticism. It was 
here, he said, of all trades that monopoly is least possible of organization, be- 
cause of the great size of the industry, the great number of dealers, and their 
general geographical dispersion. He also clearly believed that rural landlords 
and farmers were of all economic groups least disposed to seek monopoly 
profits, and that therefore their cooperation could not be obtained by would- 
be organizers of a corn-trade monopoly. 

The English classical school all followed Adam Smith in their dislike of 
monopoly. They extended, however, to almost the whole range of industry and 
trade Smith’s argument re the corn-trade that the size of the task, the number 
of persons involved, and their dispersion over space, made the establishment 
of an enduring monopoly a practical impossibility. They applied this reason- 
ing also to the question of the possibility of raising wages through the forma- 
tion of trade unions. The general position of the post-Smithian classical school 
in this respect is accurately and compactly stated in the following quotation 
from David Buchanan: 


It is well known that no body of traders ever can frame an effectual combination 
against the public, as all such engagements are broken by the partial interests of 
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the individuals concerned. No trader will keep up his prices for the profit of others; 
he will always sell when it suits his own convenience; and upon this principle ac- 
cordingly is founded all that rivalship of trade.?? 


The later verdict that this was substantially erroneous reasoning seems valid 
to me. Even in the corn-trade the high transportation costs of the period made 
a regional monopoly much less difficult to establish, at least temporarily, than 
Adam Smith supposed. Adam Smith and his followers argued excessively from 
the tacit assumption that a monopoly which was temporary only or which was 
not “perfect” in the modern sense could not yield appreciable monopoly 
revenue. In any case, we now know that, apparently without exception, every 
English industry of Adam Smith’s time whose history has been studied was 
riddled with price-rings or equivalent arrangements, often only on a regional 
basis but sometimes on a national basis. There is no a priori reason for assum- 
ing that these were predominantly or universally of negligible effect, and the 
fact that their practice was so widespread provides an empirical presumption 
that they brought to their practitioners in some significant degree the realiza- 
tion of their price-raising objectives. 

To this scepticism of the English classical school about the possibility of 
monopoly must undoubtedly be attributed in significant part the absence of 
any anti-monopoly legislation in nineteenth-century England. On the other 
hand, it was the continued fear of monopoly when the scale of enterprise was 
large which was responsible for the withholding of general statutory sanction 
for the incorporation of limited-liability joint-stock companies without limita- 
tion as to scale of operations until after the middle of the nineteenth century, 
and the classical economists of the time were divided as to the wisdom of this 
repeal of the ancient restrictions on “big business.” It is quite clear that the 
general public was confused by the combination in the doctrine of the classi- 
cal school of a pronounced condemnation in principle of monopoly and a re- 
fusal to recognize its existence in fact; a confusion well expressed by a car- 
toon of the time which showed one of the marchers in a street-demonstration 
carrying a banrer reading: “No Monopoly!” and another carrying a banner 
reading: “No Competition!” 

In any case, monopoly is so prevalent in the markets of the western world 
today that discussion of the merits of the free competitive market as if that 
were what we were living with or were at all likely to have the good fortune to 
live with in the future seem to me academic in the only pejorative sense of 
that adjective. 

Modern advocates of an approach to laissez faire recognize that whatever 
rationale it has rests on the assumption that economic society under laissez 


“In a note in his edition of A. Smith, I Wealth of Nations 100. (Edinburgh, 1814). 
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faire would be, or could be made to be, substantially competitive. Towards 
the monopolistic aspects of modern society they take various attitudes. Some 
look upon them as serious obstacles to economic welfare, and would have an 
otherwise laissez faire state vigorously suppress all important manifestations 
of monopoly that are not for special reasons to be accepted. Others maintain 
that government itself is, directly or indirectly, the major support of monop- 
oly and that in a laissez faire economy monopoly, with minor exceptions, 
would not be able either to establish or to maintain itself in the absence of 
government support. Others while expressing in principle hostility to monop- 
oly deny its practical importance and contend that in the main moderate ele- 
ments of monopoly can be tolerated without serious loss, or even with benefit, 
in a predominantly competitive, laissez faire economy; like the competitive 
“economic man,” the monopolistic firm, without intending it, is, as if guided 
by an invisible hand, serving the public interest. 

I would not dispute that even a monopoly-ridden market would be prefer- 
able to any economic system trying to operate without any kind of a market. 
But given the prevalence or the danger of substantial intrusion of monopoly 
into the market, the logic of the laissez faire defense of the market against 
state-intervention collapses and there is called for instead, by its very logic, 
state-suppression or state-regulation of monopoly practices, which one may 
wish to call, as Henry Simons called it, an instance of “positive laissez faire” 
or, as I prefer, as an instance of deliberate departure from laissez faire. 

The free-market phase of the laissez faire doctrine is only one phase of that 
doctrine and is most relevant to the issues of commutative justice, of just rela- 
tions in economic transactions between pairs of individuals. There is also the 
area Of distributive justice, of the intervention of state-authority directly or 
indirectly with the intention of changing an existing pattern of distribution of 
this world’s goods. When economists discuss the workings of a free competitive 
market, they agree that the existing pattern of distribution of wealth, of in- 
come, and of individual knowledge, capacities, and skills, affects the pric°- 
structure. They presumably agree also that the price-structure of today 
affects the income-structure of tomorrow. It is not appropriate, therefore, in a 
final appraisal from either an ethical or an economic-efficiency point of view 
of the mode of operation of an economic system, to consider the operations of 
the market on the assumption that the existing pattern of income distribution 
is the consequence of a dispensation of Providence. It is not reasonable to 
treat an existing income distribution, for the purpose of analyzing the market, 
as if it just “happened,” as if it were as independent of influence by the 
market and as incapable of influence on the market, through the effect of 
aggregate human exercises of will and economic power, as the Rocky Moun- 
tains or storms and earthquakes are free from human control. Even the impact 
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of storms on mankind, moreover, is affected by the pattern of distribution of 
income. 


The rain it raineth on the just 

And also on the unjust fella; 

But chiefly on the just, because 

The unjust steals the just’s umbrella. 


FERGUSON BowWEN 


It is not necessary, nor helpful, to my argument to introduce any suspicion 
that “stealing” plays a significant economic role in a modern society. But the 
decline of laissez faire in England, and the growth there of systematic state- 
interference not only with the economy as a whole, but with the free market, 
came largely as the result of dissatisfaction with the prevailing distributicn- 
of-income pattern. Sir Winston Churchill, writing when a young man about 
the breakdown of the hold of laissez faire on English public opinion, which he 
dated as occurring in the decade of the 1880’s, commented that with it came 
to a close “the long dominion of the middle classes,” and “the almost equal 
reign of liberalism.” 


The great victories had been won. All sorts of lumbering tyrannies had been 
toppled over. Authority was everywhere broken. Slaves were free. Conscience 
was free. Trade was free. But hunger and squalor and cold were also free and 
the people demanded something more than liberty. . . . How to fill the void was 
the riddle that split the liberal party.?3 


No modern people will have zeal for the free market unless it operates in a 
setting of “distributive justice” with which they are tolerably content. There 
is, however, a great deal to be said, much of the best of which has been said on 
this Chicago campus, for so devising any measures aiming at distributive jus- 
tice as to minimize their interference with free-market processes, and for mak- 
ing such interference as has general objectives operate indirectly, rather than 
by direct controls, on market transactions. But a laissez faire program which 
confined its efforts to preserving or restoring a free market, even a competitive 
market, while remaining silent on or opposing any proposals for adopting new 
or retaining old measures in the area of distributive justice, would seem to me 
glaringly unrealistic with respect to its chances of political success, and highly 
questionable also with respect to more exalted criteria of merit. It was the 
combination, in the nineteenth-century English laissez faire program, of hos- 
tility to measures aiming at distributive justice and a hands-off attitude to 
the market which resulted in England getting a “welfare state” with what is 
to my very private taste an excess of “distributive justice” and a deficiency of 
free competitive market. A prettier Utopia to me would be a society with as 
completely free and competitive a market as was attainable in the setting of 


* W.S. Churchill, Lord Randolph Churchill 268-269 (New York, 1906). 
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a welfare state in which mass poverty had been eliminated, the business cycle 
tamed, and opportunity made as equal as was consistent with the survival of 
private property, the family, and biological differences, as between men, in 
capacities and motivations. Such a Utopia would be nearer to the modern 
“welfare state” than to laissez faire. It would nevertheless be a Utopia in 
which many attractive freedoms could flourish and prosper side-by-side with 
other ingredients of the good life not consistent with laissez faire. I would not 
make a plea for it, however, by appeal to “general principles,” nor would I 
make any claim that any others are bound by logical considerations to ac- 
cept it as their own Utopia. 











THE SHAFTESBURY TRADITION IN 
CONSERVATIVE POLITICS 


LORD KILMUIR 


[—_— observers of our history who have studied the great defeat’ of 
the Conservative party in Britain, in 1832, 1846, 1906, and 1945 may some- 
times have wondered why that party in ages of change almost amounting 
to social revolution has always returned to office with relative speed. There 
are always many proximate causes, personalities, foreign situations, and eco- 
nomic moods, but a causa sine qua non is what I call the “Shaftesbury tra- 
dition,” which goes back to the seventh Earl of Shaftesbury, who lived from 
1801 to 1885. 

On his twenty-seventh birthday Shaftesbury wrote in his diary: “The 
first principle God’s honour, the second man’s happiness, the means prayer 
and unremitting diligence.” He remained faithful to this—his rule for the 
good life—for the rest of his days and carried it into effect in his outstand- 
ing work in the cause of social reform in nineteenth-century Britain. This 
was, as you know, an age of tremendous industrial growth in Britain, of 
rapidly increasing wealth, of rapidly growing population, of new communities 
springing up almost overnight—an age permeated with a spirit of progress, 
expansion, and wealth. But it was also an age of “dark satanic mills,” of 
laissez faire economics which deemed human labor a commodity like any 
other; of what we now regard as harsh labor conditions involving not only 
men but women and children as well; an age of squalor in dwellings and 
filth in streets of towns. 

Shaftesbury dedicated his life, in Parliament and outside, by legislation 
and practical example, to improvement of these conditions, to curing the 
social problems which the Industrial Revolution had brought in its train. 
He taught his countrymen to see Britain steadily and see it whole—not 
neglecting that universal view for the mere making of money. In his uphill 
struggle in the earlier part of the century Shaftesbury attracted support from 
many quarters by no means confined to his own party—the Tories. He was 
himself first and foremost an Evangelical Christian and a philanthropist, 
but he was a firm Tory as well. 

His chief support, particularly in Parliament, came from the younger pro- 
gressive elements in the Tory party—men like Oastler, Sadler, and Manners— 
and from the young Disraeli, who later as leader of the Tory party and prime 
minister carried through Parliament many measures dear to Shaftesbury’s 
heart. The Tory name became increasingly associated, as the century ad- 
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vanced, with state intervention to insure minimum standards in divers forms, 
for example, factory acts, housing and public health acts, and acts on behalf 
of trade unions. 

Social reform, however, has never been the monopoly of any one political 
party in Britain or of the state; indeed, at its best it has usually been a 
partnership between the state and private organizations—with the latter 
often setting the pace and doing much of the work. In the Middle Ages 
monasteries and guilds—the one religious, the other secular bodies—were 
largely responsible for what we would now call social welfare. But the state 
attempted to regulate conditions of labor and to enforce responsibility on 
each locality for its needy, an example being Edward III’s Statute of Labour- 
ers of 1349. The Elizabethan Poor Law defined still more clearly the duties 
of each locality. 

This partnership, with the state endeavoring to set the tone, as it were, 
but each locality doing the work and really setting the pace—above all 
through numerous voluntary bodies—broke down at both ends under the 
impact of new thinking and new conditions. The role of the state lapsed, 
partly under the influence of laissez faire at a time, unhappily, when Indus- 
trial Revolution made state intervention more necessary than ever. Volun- 
tary effort had a task quite beyond its capacity in the new industrial age as 
the old social and economic structure, with its “built-in” welfare, crumbled 
and as status gave way without being replaced by effective contract. Hence 
the conditions of which Shaftesbury and those who thought like him were 
painfully aware; hence their crusade to reawaken the state to its old responsi- 
bilities and employers to theirs. 

Factory acts to improve conditions of work and to limit hours, particu- 
larly for women and children, were the first fruits. They were passed in the 
face of great opposition from those who believed that such acts involved un- 
warranted interference with people’s rights and with the free play of eco- 
nomic forces. Manners in his famous “Stolen Hour” speech, bursting with 
indignation, exposed the fallacy of such arguments. Sadler pointed out that 
the nation’s strength and prosperity rested upon “a contented and happy 
population.” Shaftesbury appealed to Parliament to make the law “assume 
the proper functions of law, protect those for whom neither wealth, nor sta- 
tion, nor age has raised a bulwark against tyranny.” 

The most important factories acts, those of 1878, 1901, and 1937, were 
passed by Conservative governments. The Tories called in the state then 
for precisely the same reason as they today stress the dangers of too much 
state control—namely, in the cause of freedom, individual choice, and per- 
sonal responsibility. The aim is constant; the approach, empirical. 

The tradition of social reform next received notable practical expression 
in Disaraeli’s great ministry of 1874-80. Whereas in the earlier period 
emphasis had been upon factory conditions, it was now to turn more to 
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public health. In the Public Health Act, the Artisans Dwelling Act, and 
the Sale of Food and Drugs Act, all passed in 1875, a Tory government 
took the first major step to give the state responsibilities in sanitation, hous- 
ing, and clean food. Opponents sneered at the “policy of sewage,” but 
Disraeli called it “a matter of life or death” to many poor people. He con- 
sidered these measures essential to the achievement of one of the great 
objects of the Tory party—‘“the elevation of the condition of the people.” 
How could people be really free or capable of living a full life unless they 
had a becoming home in which to exercise the domestic virtues; is not sani- 
tation in the broadest sense one of the civilizing influences of humanity? 
These measures were not intended as state interference in private lives but 
as part of that necessary framework of order and security without which 
freedom is a mockery. 

Indeed, although Shaftesbury was no democrat, Disraeli’s social reform 
policy was all part of what became known as Tory democracy—of fitting all 
people to develop their qualities and play their full part in national life, 
of setting them up not propping them up. The Friendly Societies Act of 
1875, to encourage thrift and self-help, and acts placing the legal position 
of trade unions, including the right to strike, on a firm basis, are other 
aspects of this policy. 

The next major step in social reform policy dates from the early years 
of this century and concerned, especially, personal welfare in old age, un- 
employment, and sickness. The Liberals, as you know, gave this legislative 
form, one of the moving spirits being a man you honor as highly on your 
side of the Atlantic as we do on ours—Sir Winston Churchill. The difficult 
years between the two world wars saw the extension of public health and 
personal welfare legislation; the Tory tradition in these fields was continued. 

While the second war still raged, the whole field of social security was 
being examined by Lord Beveridge. His conclusion, involving a national, 
comprehensive, compulsory, and partially contributory system, was put 
into operation with broad all-party agreement soon after the war. It involved, 
in essence, codification and extension of the prewar structure. It fell to me 
myself to place the Beveridge proposals in this field before the House of 
Commons as Solicitor-General in Mr. Churchill’s coalition government during 
the war. 

The years 1945-51 saw the Tory party, while in opposition, going through 
a process by now familiar to it—namely, re-examining its old traditions in 
the light of new circumstances and breathing new vigor into them as a con- 
sequence. Freshness of youth and experience of age combined in documents, 
such as industrial and workers’ charters, and, ideas such as property-owning 
democracy. These new policies are an essential part of the Shaftesbury tra- 
dition in present-day Tory politics. 

The Workers’ Charter, published in 1947, stated that industry should 
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provide “three general rights to those engaged in it; security of employ- 
ment, incentive to do the job well and to get a better one and status as an 
individual however big the firm or mechanized the job may be.” It spoke 
of humanizing, not nationalizing, industry. It advocated contract of service, 
which is familiar to you in the United States and is now spreading with us. 

The concept of a property-owning democracy is closely linked with the 
idea of security and status in industry. The more widely ~pportunities for 
ownership can be spread, whether in the form of houses, shares, pension 
rights, or in other ways, the more will security and status at work be re- 
inforced by security and status at home. This, in essence, is what we mean 
when we talk of an opportunity state. Our emphasis is now much more upon 
methods of encouraging individual and corporate action in spheres in which 
it is most appropriate, while concentrating state action and resources on a 
basic minimum, real needs, and fields which can be covered most suitably 
and effectively by the state. 

As far as the role of the state is concerned, within the social services we 
have, for example, a hospital building and improvement program under way. 
We are giving particular attention to the needs of mental health in modern 
conditions. We are encouraging local authorities to concentrate on building 
small houses for old people and to expand domiciliary services. In the sphere 
of public health we are vigorously pursuing Disraeli’s “policy of sewage” 
in our Clean Air Act of 1956 and in the revival of slum clearance. These are 
two fields in which the state has a leading, and increasingly important, part 
to play. 

At the same time we welcome what might be called the movement for 
“security through opportunity.” We welcome pension and other welfare 
schemes in industry; we welcome the spread of ownership. We have en- 
couraged, by such methods as tax rebates, these developments and shall con- 
tinue to do so. Nearly half our male working population is now covered by 
some form of superannuation arrangement over and above the state scheme. 
We regard this partnership in welfare, with industry and individuals playing 
increasingly responsible roles, as in line with our social reform tradition and 
appropriate to modern conditions. This is the way today to freedom, indi- 
vidual choice, and personal responsibility, the aim, to which I referred earlier, 
remaining constant. 

Rapid growth in voluntary corporate and individual effort is one of the 
most hopeful ways of relieving, in due course, the rapidly mounting bill for 
pensions which the taxpayer will have to find in Britain. But, apart from 
the very real financial problem, this growth reflects not only a change in con- 
ditions and greater personal prosperity but also a fundamental truth that 
welfare in essence comes from within. Important as the role of the state is 
(and I have said enough to show that Tories have always regarded it as 
important), it is not sufficient of itself. 
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How small of all the ills that men endure, 
The part which Kings and States can cause or cure. 


This is a plea not for laissez faire but for recognition that welfare is essen- 
tially personal. 

The Shaftesbury tradition is one of the outstanding features of Tory 
politics in Britain, and it will continue to be so as long as the party remains 
true to itself. But it means essentially setting up, not propping up. It means 
help and encouragement, not indiscriminate state largesse. It means a 
strengthening, not a weakening, of personal and family responsibility. It 
means a right balance and real partnership between state and corporate 
or individual action. It means enlarging the area of freedom and creating the 
most favorable conditions for individual effort. Finally, it is not only social 
policy but economic as well—unless we in Britain succeed in getting the 
balance right our economic future will be in jeopardy. We intend to go for- 
ward strong in this proud tradition and determined to keep it up to date 
and alive to ever changing conditions. 








RESPONSIBILITY AND THE MODERN 
CORPORATION 


WILBER G. KATZ 
University of Chicago Law School 


I 


ee whom are corporate managers trustees? The traditional answer has 
been that corporate directors and officers are trustees for the stockholders 
and that the basic management objective is therefore the earning of profit 
for the benefit of the stockholders. This responsibility has been viewed as 
resulting partly from the typical reservation of residual control to the stock- 
holders; stockholder votes are the source of management power and are 
necessary for continuance of that power. Furthermore, management responsi- 
bility to stockholders has been legally enforced in suits brought by individual 
stockholders. And the traditional belief has been that the actual behavior of 
corporate managers is, by and large, in the interests of stockholders. 

This view of management responsibility has been under attack for a 
generation. The attack has had many spokesmen but it has most vigorously 
been expressed in the writings of Adolph A. Berle, Jr. In Berle’s books? it 
is asserted that conditions prevailing in the modern giant corporation are 
incompatible with the traditional view of management responsibility. With 
varying emphasis, the critics have found this view both misleading as a 
description and indefensible as a matter of social policy. 

The great theme of The Modern Corporation and Private Property, by 
Berle and Gardner C. Means (1932), was separation of ownership from 
control associated with the wide dispersion of stock ownership. No showing 
was made that stockholders in corporations with widely dispersed ownership 
had actually fared worse than those in corporations with concentrated owner- 
ship. It was urged, however, that typical passivity of scattered stockholders 
makes it unbelievable that management responsibility is promoted by the 
voting rights of stockholders. Stockholders of the modern corporation think 
of themselves as passive investors, like bondholders, and not as owners. 
Most of them have no thought of actually participating in the selection of 
management. In the modern corporation, management is in practice a self- 
perpetuating oligarchy. It is management which selects the board of directors 
and not the other way around. Meetings of stockholders and the proxy 
solicitation machinery are no more than elaborate rituals by which manage- 

* A. A. Berle, Jr. & G. C. Means, The Modern Corporation and Private Property (1932) ; 
A. A. Berle, Jr., The 20th Century Capitalist Revolution (1954); A. A. Berle, Jr., Power 
Without Property (1959). 
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ment nominations for the board are ratified. The rare outbreak of a proxy 
war and the even rarer unseating of management serve only to highlight the 
absence of political responsibility in most modern corporations. The result, 
as Berle has put it, is that management is left with “substantially absolute 
power.’” 

It must be noted that Berle’s concern with this power was not a fear of 
social consequences of inefficiency where management is free from responsi- 
bility to stockholders. And while the divergence of interest between stock- 
holders and management was discussed, the primary concern was not that 
the profits of stockholders might be reduced. Quite the contrary. Berle, and 
other critics as well, argued that it would be undesirable for the modern 
corporation to be managed so as to maximize stockholder profit. What 
Berle primarily saw in the separation of ownership from control was a basis 
for arguing that stockholders’ interests should not be the exclusive concern 
of management. His premise was that true ownership involves not only risk 
but active participation in management. A passive investor who abdicates 
management responsibility has no justifiable claim to the full fruits of the 
enterprise.® 

A second ground for criticizing the goal of maximizing corporate profits 
has recently been given more emphasis. It is argued that under modern 
conditions of imperfect competition, vigorous management in the interest of 
stockholders would leave other groups without adequate protection. The 
typical large corporation is an oligopolist. It is one of a very small number of 
firms which together produce the bulk of the industry volume. In such mar- 
kets entry of new firms is difficult. Each of the industry leaders is so large 
that its decisions as to output have a substantial effect upon prices. Under 
these conditions, it can not be assumed that the efforts of management in the 
interests of stockholders will be forced into patterns of social responsibility. 

It must be noted that the ambit of this argument is different from that 
of the preceding criticism based upon separation of ownership from control. 
The present argument would cover corporations like the Ford Motor Com- 
pany whose stockholders have exercised active control. 

The principal critics disagreed as to the desirability of legal change. Pro- 
fessor E. Merrick Dodd, Jr., asked that corporate managers be recognized 
as legally free from an obligation to maximize profit, free to recognize “social 
responsibility” on the part of the corporation.* He cited leading businessmen 
aS expressing a sense of professional responsibility. In 1929 Owen D. Young 
(a lawyer become president of General Electric) had spoken of a rising 


* A.A. Berle, Jr., The 20th Century Capitalist Revolution 180 (1954). 

*A. A. Berle, Jr. & G. C. Means, The Modern Corporation and Private Property 333 
(Bk. IV) (1932). 

“Dodd, For Whom Are Corporate Managers Trustees? 45 Harv. L. Rev. 1145, 1157 
(1932). 
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notion that managers are “no longer attorneys for stockholders” but are be- 
coming “trustees of an institution,” owing obligations to employees, customers, 
stockholders, and the general public. Dodd’s article was written in 1932; 
his primary concern was apparently with economic instability and unemploy- 
ment. 

The Berle and Means book showed similar concern. Its concluding point 
was that claims of stockholders to ownership rights should not prevent the 
carrying out of a community program “comprising fair wages, security to 
employees, reasonable service to their public, and stabilization of business.” 
To Berle it seemed conceivable—indeed “almost essential if the corporate 
system is to survive—that the ‘control’ of the great corporations should 
develop into a purely neutral technocracy, balancing a variety of claims by 
various groups in the community and assigning to each a portion of the in- 
come stream on the basis of public policy rather than private cupidity.’” 

Berle, however, did not approve the freeing of management to experiment 
with this role. Answering Dodd, he wrote: 


I submit that you cannot abandon emphasis on the view that business corporations 
exist for the sole purpose of making profits for their stockholders until such time 
as you are prepared to offer a clear and reasonably enforceable scheme of respon- 
sibilities to someone else.® 


One might have expected that a new scheme of responsibilities, “clear 
and reasonably enforceable” would in due time have been suggested by Mr. 
Berle. Such suggestions, however, were never forthcoming. He never asso- 
ciated himself with those who suggested formal redefinition of the goal of man- 
agement.’ Nor did he support the reconstitution of the board of directors 
to include representatives of workers, consumers, etc.® 

By 1954, however, Berle was asserting that Dodd’s goal of freeing man- 
agement to be socially responsible had been fulfilled. He described the change 


°A. A. Berle, Jr. & G. C. Means, The Modern Corporation and Private Property 356 
(1932). 


* Berle, For Whom Corporate Managers Are Trustees, 45 Harv. L. Rev. 1365, 1367 
(1932). Dodd responded with reluctant agreement: “Profit-making for absentee owners 
must be the legal standard by which we measure their conduct until some other legal 
standard has been evolved. Granted—with some reservations that this is all the law can do 
at present, the question remains as to how effectively it can do that. If trusteeship for 
absentee investors, in addition to being an ideal having little emotional appeal to managers, 
is an ideal that is losing ground in the community generally and if the signs are multiplying 
that our economic order is evolving away from it, the prospect of its effective enforcement 
as an interim legal rule is not encouraging. Abandon it, as yet, we dare not—enforce it with 
more than moderate success, it is to be feared we cannot.” Dodd, Is Effective Enforcement 
of Fiduciary Duties of Management Practicable? 2 U. Chi. L. Rev. 194, 207 (1935). 


* E.g., G. Goyder, The Future of Private Enterprise—A Study in Responsibility (1951). 


*E.g., Ruml, Corporate Management as a Locus of Power, New York University School 
of Law, Social Meaning of Legal Concepts No. 3, 219 (1950). 
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as a “20th Century Capitalist Revolution.” In the book to which he gave 
this title, Berle spoke eloquently of the conscience of the corporation. In his 
latest book, Power Without Property, he described the modern corporation 
as an Economic Republic, with management power somehow held responsible 
to a “public concensus,” a body of opinion led by informed critics (such as 
Mr. Berle hitaself). For the last chapter of The 20th Century Capitalist 
Revolution, Berle took the title “The Modern Corporation and the City 
of God.” But notwithstanding the exuberant optimism of these books, Berle 
has recently insisted that he is not convinced that the modern development 
is desirable, that he has merely been describing the change and “endeavoring 
to seek the best use of a social and legal situation whose existence can neither 
be denied nor changed.” 


II 


In this section, an attempt will be made to explore the meaning of the 
new concept of responsibility and to ascertain (1) the extent to which man- 
agement has been legally freed from the duty to maximize stockholder profit 
and (2) whether there are grounds for belief that management policies are 
being determined by considerations of social responsibility. In attempting 
the second task, we shall not study the after-dinner speeches and other 
declarations of management spokesmen. Instead we shall consider, with 
respect to particular management problems, whether it is likely that behavior 
departs significantly from that which is prescribed by the traditional canon 
of responsibility. In the course of the discussion, we shall comment on the 
desirability of some of the possible departures. 

We may begin with the subject of corporate gifts to charity, the example 
of the new doctrine most frequently cited. Many of these gifts—like other 
practices supported as examples of social responsibility—do not need a new 
justification. For a firm looking to the future and to the economic value of 
consumer and community goodwill, some types of contributions involve no 
departure from the profit goal. Many recent statutes have given corporations 
general authority to make charitable gifts, but it is not certain that this 
authority includes gifts not covered by the traditional doctrine. In a cele- 
brated decision sustaining a gift to Princeton University, the court said that 
such gifts to preserve independent centers of higher learning could be regarded 
as for the benefit of the corporation—“indeed, if need be the matter may be 
viewed strictly in terms of actual survival of the corporation in a free enter- 
prise system.’2° But the court cited The Modern Corporation and Private 
Property and Professor Dodd’s article and said also: “It seems to us that 


* See E. S. Mason, The Corporation in Modern Society xii (1960) (Foreword by A. A. 
Berle, Jr.). 


* A. P. Smith Mfg. Co. v. Barlow, 13 N.J. 145, 154, 98 A.2d 581, 586 (1953). 
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. modern conditions require that corporations acknowledge and discharge 
social as well as private responsibilities as members of the communities within 
which they operate.” 

One may concede that this does indicate some departure from the tradi- 
tional standard. The extent of the departure is difficult to appraise. It is 
highly unlikely that the only standard is the conscience of individual man- 
agement. In any event, the change seems scarcely revolutionary. There is 
no reason to think that a board of directors might limit stockholders to 
what seems to them a “fair” return and distribute the remaining income in 
accordance with their own views of public welfare. 

Nor is it clear that corporate giving which departs from the traditional 
standard is to be attributed to the conscience of management. The large 
growth of corporate contributions would probably have never taken place 
had it not been for the corporate income tax. Corporate income which is dis- 
tributed in dividends and then given away by stockholders must first pay 
its 52% toll to the government. However, this tax may be avoided by having 
the gift made by the corporation itself. One may’ question, therefore, whether 
corporate giving practices reflect any profound reorientation of management 
loyalty.!? 

When we turn to management policies with respect to output and prices, 
there is no direct evidence of any change in the legal responsibility of man- 
agement and it is vastly more difficult to identify departures from the tradi- 
tional standard. General statements of the new responsibility usually in- 
clude a duty to pay fair prices for what the corporation buys and to charge 
fair prices for what the corporation sells. But the standard of “fairness” is 
never specified, even in general terms. At this level of generality, it is obvi- 
ously impossible to consider whether departure from the traditional standard 
is involved. 

What are the possible meanings of a “fair” selling price for the product 
of the modern corporation? In analyzing various grounds for considering 
prices unfair, one must distinguish between corporations selling in highly 
competitive markets and those with a substantial degree of market power. 
If competition is effectively determining output and price, why should so- 
cially responsible management ever attempt to reduce profit? Is it because the 
competitive price is somehow considered “unfair” in view of the needs of 
consumers? Or is it because the return to shareholders is deemed “unfairly” 
high in view of their passive absenteeism? And, however one answers these 
questions, what kind of action is responsible management exhorted to take? 


“Nor is the practice of corporate giving free from doubt as a matter of policy. Taxes 
aside, the advantages of mixing business and benevolence are not obvious. If it is suggested 
that stockholders would be less generous if given the funds in dividends, this only serves 
to sharpen the basic issues. Furthermore, the problem of gifts to schools and charities under 
religious auspices has already proved a serious pitfall. 
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If it should merely increase output, the effect on price would be negligible 
because the assumption of a high degree of competition means that the output 
of any firm is very small in relation to the total. If, on the other hand, 
management should sell at less than the prevailing price, how should the 
favored customers be “fairly” selected? These are baffling questions. They 
justify strong doubts that managements of corporations in active competi- 
tion make any such departures from profit-maximizing behavior; they suggest 
furthermore that advocates of the new doctrine, notwithstanding their dis- 
paragement of absentee ownersip, do not intend to give management a gen- 
eral mandate to reduce the return of stockholders. 

Competitive prices might, however, be considered “unfairly” high because 
of temporary conditions, associated perhaps with a shift in demand. In a 
free economy, such high prices have the important function of rationing the 
supply and of providing information and incentive for a transfer of resources 
from less profitable to more profitable activities. Placing on management a 
responsibility of charging lower prices without providing an alternative mech- 
anism for solving these problems is therefore dubious social policy. It thus 
seems unlikely that advocates of the new doctrine intend such a policy. It 
is equally unlikely that in such circumstances competing corporations depart 
from profit-maximizing behavior. 

Consider next the corporation operating under less competitive conditions, 
where output tends to be smaller and prices higher than under more perfect 
competition. In this context a “fair price” may mean the price which would 
prevail if active competition were to be introduced. References to oligopoly 
or duopoly in the new responsibility writings indicate that the authors prob- 
ably do envisage a responsibility to charge prices which are “fair” in this 
sense. Under the conditions here assumed, increase in the output of a single 
large firm would have an effect upon prices. Such steps would induce more 
active competition by other firms and prices would thus approach the com- 
petitive level. 

It seems highly doubtful, however, that social conscience does influence 
firms with market power to behave more competitively. Such action would 
presuppose a consciousness by management of the partial monopoly and 
knowledge of extent to which the industry output falls short of the com- 
petitive level. This presupposition is not often likely to be satisfied. Com- 
petitive mores may supplement the penalties of the anti-trust laws and check 
forbidden collusion, but it seems unlikely that management conscience is 
moved by considerations of “fair” pricing to adopt policies which approach 
the competitive goal. 

Discussions of the past decade suggest that, for an industry characterized 
by oligopoly, the “fair price” standard might include a duty not to increase 
prices during a temporary shortage. Such a policy would involve the dis- 
advantages mentioned above in connection with temporary shortages in a 
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more competitive industry. Nor do considerations with respect to “inflation” 
afford tenable ground for exhortation to hold the price line.1? One should 
hesitate, therefore, to read this meaning into the “fair price” language of the 
new doctrine and to attribute to conscientious scruple the hesitancy of man- 
agement to increase prices. 

Turning to the question of “fair” prices for the materials and services used 
by the corporation, one must note a general point as to the markets con- 
cerned. The fact that a large corporation may have a degree of power over 
the market for its products does not imply that it has the same power over 
the markets in which it buys. It necessarily has less power, if any, in these 
markets because it competes there not only with firms who make the same 
products but also with firms who use the same materials and services for 
many other purposes. If prices paid by the large corporations are deemed 
“unfairly” low, the judgment cannot usually be rested upon the absence of 
adequate competition. 

The judgment of unfairness may, however, rest upon consideration of the 
seller’s needs. This is the case, of course, in most of the controversy about 
“fair” wages. The suggestion that management should weigh such consid- 
erations raises questions which need not be listed here since they are strictly 
parallel to the questions outlined in our discussion of reducing product prices 
below competitive levels. 

Competitive prices may be deemed unfairly low because they result from 
what is sometimes called “excessive competition.” Farm prices are often 
given as an example. Suppose a large corporation uses some farm product 
as a raw material. Does the new responsibility concept mean that manage- 
ment should pay more than the prevailing price? This would involve, of 
course, the problem of selecting the favored sellers. More important, how- 
ever, is the difficulty that generosity to sellers adds to the incentives to increase 
supply. “Excessive competition” is merely a term for a chronic tendency to 
“overproduction.” The history of farm relief legislation shows how difficult 
it is to avoid aggravating the problem. From the viewpoint of social policy, 
the problem is parallel to that discussed in connection with a product price 
level which is temporarily high. Responsible policy cannot ignore the problem 
of directing the flow of productive effort, a function traditionally accom- 
plished through the mechanism of relative prices. 

Plant relocation has been another stock illustration of the desirability of 
replacing the profit-maximizing standard with the new standard of social 
responsibility. Should corporate management with a sense of responsibility 
to its workers and the local tradesmen dependent upon them, refuse to make 
a move by which costs might be reduced and profits thereby increased? 

See Lewis, Economics by Admonition, 49 Am. Econ. Rev. (Pt. 2) 384 (1959) ; Rostow, 


To Whom and for What Ends Is Corporate Management Responsible, in E. S. Mason, The 
Corporation in Modern Society 46, 64 et seg. (1960). 
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Should it consider also the interests of those living in the area to which it is 
proposed to move? And what weights should it assign to the respective bene- 
ficiaries? Until such questions can be answered with some precision, we 
cannot expect the new concept of responsibility to produce results substan- 
tially different from those produced by the old-fashioned responsibility to 
maximize profit. 

After this analysis of particular problems of management policy, we return 
to the question of the extent to which the legal responsibility of management 
has changed. There is no evidence of any broad change. The traditional 
legal view was expressed in the famous case Dodge v. Ford Motor Company 
in which the court said: 


There should be no confusion [of which there is evidence} of the duties which 
Mr. Ford conceives that he and the stockholders owe to the general public and 
the duties which in law he and his codirectors owe to protesting, minority stock- 
holders. A business corporation is organized and carried on primarily for the profit 
of the stockholders. The powers of the directors are to be employed for that end. 
The discretion of directors is to be exercised in the choice of means to attain that 
end and does not extend to a change in the end itself, to the reduction of profits or 
to {>e non-distribution of profits among stockholders in order to devote them to 
othe: purposes.?8 


The only statutes or cases which suggest any departure from this standard 
are those relating to corporate gifts. They afford no basis for Professor Berle’s 
general assertion that “modern directors are not limited to running business 
enterprises for maximum profit but are in fact and recognized in law as 
administrators of a community system.” 


III 


Most of the discussion of the new responsibility has been with reference 
“to very large corporations with a high degree of separation from control. 
Corporations where controlling shares are concentrated in a single holder or 
a small group raise another problem with which Professor Berle has been 
concerned and which illustrates the danger of taking the new doctrine of 
professional responsibility too seriously. The problem relates to sale of the 
blocks of shares which carry control. 

If a controlling stockholder sells to one whom he has reason to suspect of 
plans to injure the corporation, the seller should, of course, be liable to the 
other stockholders for their loss; and the law does give such relief. But in 
the absence of suspicious circumstances, one would suppose that the law 
would preserve free transferability of controlling shares. Transfer of control 
may be very much in the interest of other stockholders. Existing levels of 


** 204 Mich. 459, 507, 170 N.W. 668, 684 (1919). 


“ Supra, n. 9 at xii. 
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profits and stock prices may be depressed because of lack of managerial 
ability and energy on the part of the majority stockholder. A free market for 
stock is thus important as an institution to secure management responsive 
to the interests of stockholders. 

For Berle, however, the notion of the professional responsibility of those 
in control has apparently obscured this analysis. He has insisted that control 
is a corporate asset—that any value which it has belongs to the stockholders 
as a whole.’® He therefore urges that one who sells controlling shares should 
have to pay to the corporation the portion of the price which represents a 
premium for control. Such a rule would mean that the only type of sale which 
would be free from possible attack would be one in which the purchaser 
offers to acquire all of the shares at the same price. Some purchasers, however, 
might be willing and able to acquire only the controlling block. Others, if 
forced to bid for all, might not be willing to offer as high a price, and their 
offer might not be sufficient to tempt the inefficient owner-manager into 
retirement. The rule Berle proposes might thus prevent transactions which 
would be in the interests of minority shareholders. 

Fortunately the courts have not adopted any such rule although there are 
some signs of a development in this direction. It is not clear why many 
business men and lawyers apparently feel that a proper sense of responsi- 
bility would lead one who sells control to insist on the same deal for all 
shareholders. In the view of many, there is something morally wrong in taking 
a premium price for controlling shares. As already indicated, this judgment 
is quite unfounded. The premium bid for control is merely a measure of the 
value of the shares to a bidder confident of his ability to increase the corpo- 
rate profits. This is a value inherent in a controlling block. Berle’s own 
distinction between active and passive property should have led him to 
recognize this. As noted above, Berle disparaged the claim of the inactive 
stockholder in comparison with that of the owner-manager. It is therefore 
surprising to find him asking the law to equalize artificially the position of 
the contrasted groups. It was his enthusiasm for the vague notion of pro- 
fessional responsibility on the part of those in control which apparently 
blinded him to the force of his own distinction. 


IV 


In Section II, grounds were suggested for doubting that a sense of social 
responsibility is causing corporate management to depart significantly from 
behavior patterns dictated by the profit goal. In some areas of corporate 
enterprise, there are admittedly grounds for concern with the imperfection 
of competition and for dissatisfaction with the social consequences of profit- 


* A. A. Berle, Jr. & G. C. Means, The Modern Corporation and Private Property 244 
(1932); A. A. Berle, “Control” in Corporate Law, 58 Colum. L. Rev. 1212, 1220 (1958). 
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maximizing behavior. It is exceedingly difficult, however, to make quantitative 
judgments as to the extent of such undesirable consequences. No basis for 
such a judgment is afforded by statistics of the assets or sales or employment 
accounted for by the 200 or 500 largest corporations. A single giant corpo- 
ration may sell in many different markets all of which may be characterized 
by active competition. 

Similarly, there are admittedly grounds for concern with the separation of 
ownership from control and for dissatisfaction with consequences of the 
divergence of interest between stockholders and management. Here again, it 
is difficult to make quantitative judgments.** However, the infrequency of 
successful proxy wars or of damage recoveries for management disloyalty does 
not establish that management “is left with substantially absolute power.”!” 
In this connection, even the traditional literature has neglected the importance 
of the stock market in promoting management responsibility.1* Market re- 
action to corporate earnings and dividends is certainly not ignored by man- 
agement. A protracted decline in the price of a stock may occasion purchases 
looking toward a bid for control through proxy solicitation. Again, the 
number of such operations which actually take place is no measure of the 
responsibility which their possibility promotes. And in any event, the diffi- 
culty of measuring the imperfection of the traditional responsibility (or the 
imperfection of competitive disciplines) is no reason for attributing to the 
conscience of management the degree to which the results of corporate enter- 
prise give ground for satisfaction. 

Reflection on the new doctrine of responsibility suggests also misgivings as 
to possible consequences of reliance upon it. Such reliance may pave the 
way for destroying or weakening the institutions on which the traditional 
responsibility rests. Thus Peter F. Drucker, enthusiastic believer in the pro- 
fessional responsibility of management, does not hesitate to urge that the 
voting power of stockholders be abolished and that management be made 
legally self-perpetuating.’® (Berle, however, regards stockholder election of 
directors as a valuable ritual, rationally obsolete but working surprisingly 
well and somehow symbolizing the responsibility of directors and the “legiti- 
macy” of their powers.) Measures which place obstacles in the way of bids 


* An experienced corporation lawyer has said that “upon close examination it will be 
found that even in the case of the great corporations whose securities are widely distributed 
and largely voted by management proxies, effective control over many basic policy decisions 
is lodged in some stockholder group—perhaps in a very small minority, but in an effective 
one; ...”. Garrison, in New York University School of Law, Social Meaning of Legal Con- 
cepts No. 3, 259 (1950). 


*? Berle, op. cit. supra, n. 2 at 180. 


™* But see Director, The Modern Corporation and the Control of Property, University 
of Chicago Law School Conference on Corporation Law and Finance 17 (1951). 


* P. F. Drucker, The New Society 340, 342 (1950). 
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for control or of minority stockholder suits are natural demands for managers 
convinced of their vocation as “administrators of a community system,” but 
their desirability is highly doubtful. More serious is the danger that the new 
doctrine may pave the way for emasculation of the anti-trust laws.*° Berle 
apparently believes that responsible management policies often require con- 
certed action. Thus he suggests that it should be possible for industry groups 
to synchronize or harmonize capital expenditures and that this might require 
relief from what he calls “the rigidities of the anti-trust laws.’”’*? 


»” See D. E. Lilienthal, Big Business: A New Era (1952). 
* A A. Berle, Jr., Power without Property 132 (1959). 








WHY SHOULD MANUFACTURERS 
WANT FAIR TRADE? 
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I. INTRODUCTION 


A LONG-STANDING puzzle to economists is that some manufacturers prefer 
that their products are sold at not less than “fair trade” retail prices.’ Before 
the courts upset the legal status of resale price maintenance, some of these 
manufacturers spent millions to prevent distributors from selling their prod- 
ucts below the list price. The manufacturers’ interests seem to be best served 
when distributors resell their products under such competitive conditions as 
may exist at the level of distribution and at the lowest prices resulting from 
that competition. If manufacturers set a floor to the resale price then they 
also set a ceiling to their sales and thus apparently support a policy thai 
runs counter to their own self-interest. Let the manufacturers fix a price at 
the factory gate at which all distributors may buy the product. Would not 
the manufacturers’ sales and profits be greater the lower is the price at 
which distributors resell their products to consumers? If so, then what ex- 
plains the strong desire of some manufacturers to prevent distributors from 


* Professor A. Director first proposed that I study the court record of United States v. 
General Elec. Co., 272 U.S. 476 (1926) and has given me valuable assistance throughout 
the study. I am also grateful to Professors R. Kessel, J. McGee, D. Meiselman, and G. 
Stigler. 


* One of the first economists to recognize that manufacturers’ endorsement of resale price 
maintenance is puzzling is T. H. Silcock, Some Problems of Price Maintenance 48 Econ. J. 
42-51 (1938). He gives three reasons for their endorsement of this policy: by fixing a mini- 
mum retail price they reduce the consumers’ incentive to shop around which would expose 
them to the temptation of possibly buying some other product; the manufacturer may 
obtain more services from retailers which would increase sales of his product; the manu- 
facturer may obtain a wider distribution of his product. His analysis is quite perceptive 
though incomplete. Even earlier Professor Taussig noted the paradox. See Price Maintenance, 
4 Am. Econ. Rev. 170-84 (Supp. 1916). One of his explanations of resale price maintenance 
assumes some degree of “irrational” consumer behavior. If consumers associate price and 
quality then he argues that reductions in the retail price may reduce sales because con- 
sumers believe the product quality is deteriorated. Of course the coercion of manufacturers 
into setting resale prices by a retail cartel is a different and easily comprehensible phenom- 
enon: see B. S. Yamey, The Economics of Resale Price Maintenance (1954). This is also 
the main explanation of the Federal Trade Commission in its 1945 Report on Resale 
Price Maintenance. 
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reselling their product at prices below the level set by the manufacturers? 
The purpose of this paper is to examine some arguments appropriate to 
different market structures that explain why some manufacturers may impose 
resale price maintenance on distributors.” 

We retain all of the essential elements of the puzzle if for simplicity we 
suppose that manufacturers sell their product to retailers who resell it to 
final consumers thus ignoring the other stages of distribution. Of course, 
the manufacturers need concern themselves with imposing resale price main- 
tenance on the firms engaged in distribution only if they do not themselves 
deal directly with the consumers of their products. For instance, a firm may 
own retail outlets and its salaried employees may sell its product to final 
users: by choosing this course it can avoid any legal obstacles in the way of 
resale price maintenance. However, the cost disadvantages of such an ar- 
rangement may outweigh the advantages it thinks to gain by exercising direct 
control over the retail price. Therefore, the need for resale price mainte- 
nance arises only if there is separate ownership of the producing and dis- 
tributing firms.® 

Any manufacturer who can sell as much of the product to retailers as he 
pleases without affecting its price at the manufacturing level is manifestly 
foolish if he attempts to force resale price maintenance on retailers. What 
is more to the point, a manufacturer in a competitive industry could not 
control the price at the manufacturing level by changing his rate of output 
and surely could not affect the price at the retail level by so doing. Hence 
a necessary condition to a manufacturer’s use of resale price maintenance 
is that he must possess some degree of monopoly control over the price of 
the product because his product is differentiated in economically relevant 
respects from competing products. 

Some British data are consistent with the hypothesis that only manu- 
facturers enjoying some degree of monopoly power use resale price mainte- 
nance. Assuming the degree of concentration of production crudely measures 
manufacturers’ monopoly power, the data of Table 1 indicate that the 
prevalence of resale price maintenance by consumer commodities is associ- 
ated with manufacturing monopoly. For example, of the commodities for 


? Manufacturers have sold a number of products under resale price maintenance agree- 
ments. Examples are Victor and Edison Talking Machines, Ford and Packard Motor Cars, 
Welch’s Grape Juice, Kellogg’s Corn Flakes, B.V.D.’s, Ingersoll and Hamilton Watches, 
Beechnut Products, Bissell carpet sweepers, and Waterman pens. W. S. Bowman, Jr., Pre- 
requisites and Effects of Resale Price Maintenance, 22 U. Chi. Law Rev. 825, 833-35 (1955). 
Another long list of products appears in Report of the Federal Trade Commission on Resale 
Price Maintenance 498 (1945). 


* Even though a manufacturer may strongly desire resale price maintenance, the cost of 
enforcement may be too great to make this a profitable policy. For example, retailers offer 
trade-in allowances on some products. Manufacturers who maintain the retail prices of 
such products need also to cope with the difficult problem of regulating trade-in allowances. 
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which the three leading producers together account for between 50 and 60 
per cent of industry’s employment, nine are sold with and two are sold 
without the aid of resale price maintenance. Unfortunately, there are ap- 
parently no similar data for the United States. 

Although monopoly control by manufacturers is a sine qua non to their 
espousal of resale price maintenance, matters stand on a different footing 
with regard to the presence or absence of monopoly power of retailers. 


TABLE 1 


PRICE MAINTENANCE OF CONSUMER GOODS 
IN GREAT BRITAIN, 1938 
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Source: James B. Jeffreys, The Distribution of Consumer Goods: A Factual Study of Methods and Costs in 
the United Kingdom in 1938, Table 7, pp. 46-48 (1950). 


* The degree of concentration of production is the ratio of the employment in the three largest units to the 
total number employed in the production of the commodity. 


t The list of commodities includes almost all consumer goods. Some of the commodities are price maintained 
at the instigation of the PATA—the British retail druggists’ association. 

t The three commodities are sugar, wallpaper, and linoleum. 

§ The three commodities are salt, petrol (gasoline), and vacuum cleaners. 


Under some circumstances manufacturers may employ resale price mainte- 
nance even if there is perfect competition among retailers. I describe these 
circumstances in the sections on the special service argument and the cartel 
argument. Most explanations of resale price maintenance turn on attempts 
by retailers to form associations that would enable them to eliminate price 
competition among themselves and bend manufacturers to their will. Such 
explanations are compatible with the existence of perfect competition among 
the manufacturers and they require that retailers, though powerless singly, 
collectively have monopoly power. The following arguments apply when 
retailers individually are either monopolists or are in perfect competition. 
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II. THe Service ARGUMENT* 


Suppose sales at the retail level depend both on retail prices and on the 
services the retailers provide jointly with the product. Specifically, assume 
that the quantity sold at the retail level varies inversely with retail prices and 
directly with the amount of services the retailers provide jointly with the 
product. 

A diagram is helpful. Do is the demand schedule for the product at the 
retail level when retailers offer So of services. If they offer more services, 
S, >So, the demand shifts to the right to D, (see Fig. 1). For a given quan- 
tity OQ, P; — Po equals the price per unit of the product that consumers are 
willing to pay for an increment in services, S; — So, that is provided jointly 
with the product. 

We must understand these retailers’ services to be specific to the commodity 
and unrelated to the retailers’ methods of generally doing business. If, on the 
contrary, the retailers’ general business methods are at issue such as whether 
they provide their customers with a pleasant atmosphere, delivery, credit and 
the like then there is no need for the protection of resale price maintenance on 
the particular commodity to be sold jointly with these services. 

To convince ourselves of the latter point let us assume it to be false. That 
is, suppose that retailers of a certain type may only be induced to handle the 
product if the manufacturer sets a minimum retail price. This implies that in 
the absence of resale price maintenance consumers prefer to purchase the 
product from those retailers who provide less services and sell goods at lower 
prices. It is only by preventing such retailers from selling the goods in ques- 
tion at a lower price that the manufacturer is able to have his product sold by 
the retailers who provide more services. Therefore, if resale price maintenance 
is necessary to get the product sold in, say, fancy shops then consumers really 


‘Bowman analyzes the service argument in terms of two kinds of markets, service and 
non-service. His argument, it seems to me, does not fully recognize the point that the 
services are special to the product and are not related to the kinds of services connected 
with the distributors’ methods of business. See W. S. Bowman, Jr., Resale Price Maintenance, 
22 U. Chi. Law Rev. 825, 840-43 (1955). Yamey does recognize the point that the services 
are special to the product. He produces essentially the same argument as mine and offers it 
in explanation of book publishers’ support of resale price maintenance for their product. 
See Yamey, Economics of Resale Price Maintenance, 62-68 (1954). 

“. .. where the sale depends upon demonstration or service on the part of the distributor, 
especially when the distributor has substitute items in stock, the injury to the manufacturer 
is probable. Good examples of this are plumbing equipment and automobiles, for in these 
cases an important role is played by the distributor in leading the customer to a final deci- 
sion. Scarcely inferior to the articles mentioned in this respect are kodaks, certain toilet 
articles, medicines—at least at certain stages in their distribution—and mechanical con- 
trivances such as radios, victrolas, and talking machines. In all these instances the likelihood 
of a sale depends in no small measure upon the distributor himself.” E. R. A. Seligman and 
R. A. Love, Price Cutting and Price Maintenance, 193 (1932). This quotation shows that 
some aspects of the special service argument have long been recognized. 
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prefer to buy the good at low prices in plain stores. Moreover, under these 
circumstances, since resale price maintenance must increase the average retail 
price, it tends to reduce total retail sales of the product. Therefore, no wise 
manufacturer would adopt a policy of retail price maintenance merely to get 
competing stores of different kinds to sell his product. 

Clearly, retailers of all kinds in competition with each other sell many 
products not price maintained jointly with whatever services they provide. 
They will not deprive their customers of these services on any sale regardless 
of whether or not the product in question is protected by a resale price main- 
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tenance agreement with the manufacturer. In the absence of resale price main- 
tenance we can expect many kinds of retailers offering all kinds of different 
services to sell the product at prices that differ by the cost of providing these 
services. The fact that many retailers offer different kinds and combinations 
of services is a reflection of the diversity of consumers’ tastes. Inter-store price 
differentials that equal the difference in the costs of providing services of dif- 
ferent kinds and amounts is a reflection of the competition among the retailers. 
Resale price maintenance is intended to alter these normal price differentials 
that we may expect for a product that is sold by many different kinds of 
retailers.® 


5° The argument in the text assumes perfect competition in retailing. However, if indi- 
vidual retailers are monopolists the argument needs modification. By protecting the mini- 
mum mark-up the manufacturer offers retailers more inducement to handle the product. 
This results in wider retail distribution, which may increase retail sales; cimultaneously the 
average retail price is somewhat higher and that tends to decrease retail sales. A wise manu- 
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However, a product that is protected by a resale price maintenance agree- 
ment is one for which the minimum gross mark-up—the difference between 
the retail and the manufacture price—is fixed. Because of this, the manufac- 
turer hopes to induce retailers to single out his product for special pre-sale 
treatment. A cogent example of a special service is pre-sale demonstration of 
the product by retailers. Thus the amount of these special! retailers’ services 
that are provided jointly with the physical product is expected by the manu- 
facturer to vary directly with the retailers’ remuneration from the sales of 
that product. 

If at some mark-up all the retailers provide the same amount of special 
services jointly with the product then the manufacturer, seemingly, need not 
maintain a minimum retail price. By choosing appropriately the price at 
which he is willing to sell his product to the retailers he can maximize his 
profits and avoid concerning himself with the level of the retail price, leaving 
that to be freely determined by the competition among the retailers. There- 
fore, assume for the moment that the manufacturer does not set a floor to the 
retail price. He sells his product to retailers at a low enough price to induce 
them all to provide the same amount of special services. But, under these cir- 
cumstances, do all retailers have incentives to carry out the manufacturer’s 
wishes? 

Since the services provided are, by hypothesis, special, some retailers have 
good reason not to provide these special services and offer to sell the product 
at lower prices. They reduce their prices because they avoid the additional 
cost of the special services. If some retailers do provide these services and ask 
for a corespondingly higher price whereas others do not provide the services 
and offer to sell the product to consumers at a lower price then an unstable 
situation emerges. Sales are diverted from the retailers who do provide the 
special services at the higher price to the retailers who do not provide the 
special services and offer to sell the product at the lower price. The mechanism 
is simple. A customer, because of the special services provided by one retailer, 
is persuaded to buy the product. But he purchases the product from another 
paying the latter a lower price. In this way the retailers who do not provide 
the special services get a free ride at the expense of those who have convinced 
consumers to buy the product. 

As a result few or none of the retailers offer the special services the manu- 
facturer thinks necessary to sell his product. If the manufacturer is correct in 
his belief that point-of-purchase services increase the demand for his product 
then because less than the optimal amount of services are provided his sales 
decrease. He can prevent the diversion of sales from one kind of retailer to 
another if he removes the incentive to diversion. He accomplishes this by 


facturer weighs the net effect of these opposing forces and adopts resale price maintenance 
only if greater net revenue results. In the rest of the paper, the argument is valid irrespective 
of the state of retailing competition. 
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establishing a minimum retail price that guarantees a minimum gross mark- 
up. Therefore retailers are forced to compete by providing special services 
with the product and not by reducing the retail price.® 

Although effective resale price maintenance thus prevents diversion, it may 
permit retailers, who are able to sell the product without providing the special 
services at the maintained price, to obtain extraordinary profits. They can do 
so if the manufacturer is mistaken in his belief that he needs special services 
to sell his product. None will be offered by retailers all of whom can get profits 
equal to the cost of these special services provided the manufacturer fixes a 
minimum retail price. For example, if in the course of time consumers be- 
come so won over to a product or so familiar with it that costly special per- 
suasion by retailers becomes an unnecessary inducement to purchase it, the 
manufacturer will discover that he need not maintain the retail price and will 
rationally abandon his fair trade policy. 

The argument explaining the rationale for resale price maintenance is in- 
complete because it fails to consider the manufacturer’s alternatives to the 
policy that could apparently obtain the same effects. Perhaps the most prom- 
ising is this. Let the manufacturer arrange with retailers to have the special 
services sold separately to potential customers. In this way a customer may 
buy the product without buying the special services or vice versa. For example, 
imagine that retailers would charge customers a fee for demonstrating the 
product to them. In this way the problem of free riding by other retailers is 
eliminated and the special services are indeed provided those customers who 
wish to pay for them. Although this scheme seems to do away with the diffi- 
culties manufacturers face by adopting resale price maintenance it has formi- 
dable complications of its own. 

The main complication is the necessity of devising a method of charging 
customers for the special services they obtain. If all the customers want the 
same amount of special services then a single price equal to the marginal cost 
of these services is sufficient. Indeed under this assumption all retailers would 
offer the same amount of special services and the manufacturer would find 
resale price maintenance unnecessary. 

For some commodities, however, consumers surely differ in their desire for 
special services and it may be very costly to use a system of marginal cost 
pricing whereby each customer pays a price equal to the marginal cost of the 
services he obtains. One reason for this may be that the extent of the market 


* Suppose an undifferentiated product made under competitive manufacturing conditions 
is of such a nature that the provision of special retailing services is thought to facilitate 
sales. Were a single manufacturer to adopt resale price maintenance to obtain the provision 
of the optimal amount of special services then his scheme would succumb to the same 
kind of forces as are described in the text. The manufacturers not adopting retail price 
maintenance may benefit from the special services he induces and obtain a free ride at his 
expense, Only if the group collectively adopts resale price maintenance may they ensure 
the provision of the optimal amount of special services. 
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for the product is too limited to make feasible the specialization needed for a 
system of marginal cost pricing. Suppose, for example, that one-third of the 
customers want no special services, one-third want special services that cost 
$6 and one-third want special services that cost $12. Assume that these special 
services are sold separately and that the price of the product is $100. If margi- 
nal cost pricing of the services is too cumbersome or unattainable and all cus- 
tomers pay a flat fee for special services regardless of the amount they obtain 
then those who want none purchase none and those who want an amount that 
costs $12 pay $12. But no single price equal to the average cost of the services 
suffices to induce those who wish to purchase $6 worth to buy any. Or if the 
consumer alternatives are no special services or $6-worth then some part of 
the demand for services remains unsatisfied because those desiring $12-worth 
obtain half as much. Thus because customers differ in the amount of special 
services they desire and because marginal cost pricing of these services is im- 
practical, the manufacturer finds that consumers purchase less than the opti- 
mal amount even though the services are available separately from the 
product. 

There is another alternative. The special service argument shows that the 
need for resale price maintenance arises when not all the retailers provide the 
same amount of special services and all may buy the product from the manu- 
facturer at the same price. Hence those who do not provide the services get a 
profit equal to the cost of these special services they do not provide only if they 
pay the manufacturer the same price for the product as those retailers who do 
provide the special services. This suggests that the manufacturer should not 
charge all retailers the same price for the product to induce them to promote 
sales by guaranteeing a minimum gross mark-up. That is to say, he could 
charge retailers different prices according as they do or do not provide the 
special services. Let those who agree to provide special services jointly with 
the product pay a lower price at the factory gate than those who do not pro- 
vide the special services. If he establishes the proper price differentials for his 
product then he can, apparently, obtain the same result as by imposing resale 
price maintenance on the retailers. 

In addition, the manufacturer needs to prevent those retailers who are os- 
tensibly willing to push his product thereby incurring greater costs, from re- 
selling his product to other retailers who, because they are unwilling to push 
the product, may obtain it from the manufacturer but only at a higher price. 
That is, the manufacturer needs to prevent trans-shipments of his product 
from the retailers who pay him the lower price to those who pay him the 
higher price. If he cannot prevent trans-shipments among retailers then he 
also cannot prevent diversion of consumers’ purchases among retailers. Be- 
cause some retailers bootleg his product to others who resell it without special 
services at lower retail prices, the same mechanism of free riding at the ex- 
pense of retailers who do provide special services and charge higher prices 
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comes into play. Therefore, the manufacturer either needs to prevent sales 
among retailers, if he sells his product to them at different prices, or, if all the 
retailers pay him the same price, he needs to prevent price cutting to induce 
them to offer special services jointly with his product. 

Since there may be a fatal objection to selling the product at different prices 
to different retailers, the manufacturer may hope to accomplish the same thing 
by paying retailers directly an amount equal to the cost of the special services 
they provide. He would need to check the performance of the retailers to be 
sure that they actually provide these requisite services. Resale price main- 
tenance may better serve the manufacturer’s interest because the retailers are 
compensated for providing special services only to the extent of their sales. 
Balanced against this advantage of price maintenance is the cost of its en- 
forcement. It seems likely, however, that it is easier to police violations of 
minimum prices than to survey retailers to see that they do indeed provide the 
special services and do not simply fritter away the direct payments. But the 
most compelling point is that direct payment by the manufacturer to retailers 
who provide special services is equivalent to selling the services separately to 
the consumers and both are feasbile only if marginal cost pricing of the special 
services is economic. 

The manufacturer has still another alternative to resale price maintenance. 
He may refuse to sell his product to any retailer who does not provide the 
requisite special services. A manufacturer could not logically adopt this policy 
uness he arranges somehow to remunerate those retailers he approves for pro- 
viding the special services.’ Therefore, if he does carefully select retailers who 
will distribute his product then he must also devise a system of paying them 
that does not suffer from the same objections one makes to direct payment to 
retailers.® 

[he special service argument has several implications. These have to do 

* Retailers not approved by the manufacturer might buy the product from those who 


are approved. The cost of policing a refusal to sell policy includes the cost of detecting and 
preventing such sales among retailers 


*Two other points are worth mentioning. The special service argument does not imply 
that the rise of discount houses was a reaction to widespread use of resale price main- 
tenance. A discount house offers its customers a less costly bundle of services and there 
fore lower prices. However, these services are typically unrelated to particular com- 
modities and are not special according to the usage in this paper. They offer no free credit 
or charge accounts, have a less elegant decor, fewer sales people per customer, and the 
like. Their success is to be attributed to consumers’ demand for this type of retailing rather 
than to their alleged erosion of price maintenance. This conclusion is buttressed by the 
fact that discount houses carry many goods that are not price maintained. Manufacturers 
who sell their products both under their own label and to retailers who resell them under 
their own private labels have no incentive to adopt resale price maintenance. This is mani- 
festly the case if the manufacturers are in competitive industries. Even if the manufacturer 
is a monopolist, sales of the same product under different labels is symptomatic of price 
discrimination and this technique leads to a more efficient separation of markets than 
would be obtained by the use of resale price maintenance (see p. 104 infra). 
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primarily with the nature of the product. Only branded products that are un- 
familiar to the mass of consumers are price maintenance candidates on this 
argument.® To gain wide acceptance for their products, manufacturers often 
direct national advertising at the final consumers. However, if they choose to 
maintain minimum retail prices then they believe that such advertising by 
itself is insufficiently effective to persuade consumers of the merits of their 
products and that the retailers’ personal sales efforts are a valuable adjunct. 
Thus resale price maintenance substitutes to some extent for impersonal na- 
tional advertising. Since part of the sales expense of nationally advertised 
products not price maintained is borne by the manufacturers, we anticipate 
on that account that the gross mark-up of such goods is less than that of price- 
maintained commodities. 

Pursuing this line somewhat further, recall that prior to the 1920’s national 
advertising was limited to the newspapers and magazines. First radio and then 
televison gave rise to the great technological change in advertsing. Hence 
prior to the 1920’s manufacturers had fewer alternatives to the use of the 
retailers’ services. We might on this account expect a weakening desire by 
manufacturers for the special services of the retailers purchased by means of 
resale price maintenance. However, it is hard to establish that there was a 
secular withdrawal from resale price maintenance by manufacturers, and even 
if it could be demonstrated it would be subject to alternative explanations. 
For example, during this period the courts continued to place obstacles in the 
way of price maintenance. 

New branded products are obviously unfamiliar to the mass of consumers 
and are, thereby, candidates for resale price maintenance. If the manufacturer 
wishes the special services of retailers, he may set a floor to the retail price of 
this new product. After a new product has gained wide consumer acceptance, 
its producer no longer needs to maintain a minimum retail price. We may ex- 
pect to observe the resale price maintenance agreements of new products to 
persist for as long as it takes the product to become familiar to consumers 
Electrical appliances are a case in point. Manufacturers introducing new 
appliances often impose resale price maintenance on the distributors to induce 
them to offer special services. 

Old branded producis purchased infrequently by relatively few households 
may also be logical candidates for resale price maintenance agreements. Such 
products are in a sense new to the mass of consumers and may never gain 
wide acceptance. Because they are unfamiliar, the manufacturer of such 
products may find retailers’ point-of-purchase special services particularly 


*“Where, for instance, a manufacturer of well-known items brings out an entirely new 
product he may try, rather than resort to the expensive expedient of far-reaching advertis- 
ing, to follow a policy of price maintenance, utilizing for this purpose his long established 
name in conjunction with a liberal margin granted to the retailer in order to secure his close 
cooperation.” Seligman and Love, Price Cutting and Price Maintenance, 209 (1932). 
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valuable. For example, bows and arrows are very old products bought infre- 
quently by relatively few people. Potential buyers are probably susceptible to 
the persuasive efforts of those retailers who sell this product, and if the manu- 
facturers of bows and arrows have some degree of monopoly power, I would 
not be surprised to learn that there is a minimum retail price schedule for this 
product. In fact, manufacturers of sporting goods often use resale price main- 
tenance. 

Drug manufacturers making differentiated products over which they have 
some degree of monopoly power may strongly favor resale price maintenance 
because consumers of such articles rely heavily on the druggists’ advice. Re- 
sale price maintenance is an effective way for a manufacturer to remunerate 
druggists for these special services and insure that they will be forthcoming. 
It also happens that retail druggists’ associations are not averse to price main- 
tenance even for those commodities made by manufacturers who would gladly 
have them sold at competitive retail prices. 

The special service argument explains why one manufacturer may want to 
establish minimum retail prices but it cannot explain why a group of compet- 
ing manufacturers would favor this policy. The next section gives a rationale 
for a group of manufacturers who adopt resale price maintenance. 


III. THe CarteEt ARGUMENT 


The cartel argument analyzes the particular problems facing a combination 
of manufacturers that make a substantial proportion of its sales via competing 
distributors to households. This is in contrast to a cartel of manufacturers 
making an intermediate good, that is, one which is ultimately purchased pri- 
marily by other manufacturing firms. 

A cartel like a monopoly needs to choose a rate of output or, equivalently, 
a price that maximizes profits. But unlike a monopoly a cartel faces special 
difficulties. Because their members have conflicting interests, cartels are fragile 
organizations. Each member of a cartel wants the other members to abide by 
the terms of the cartel agreement but has powerful incentives to violate these 
terms in the pursuit of its self-interest. What rules must the members of a 
cartel establish to ensure compliance and render the cartel a sturdy instru- 
ment that will extract monopoly profits for the benefit of its membership? 

Obviously the cartel members must agree on the price at which they are 
willing to sell the product to distributors. But if any member of the combina- 
tion offers distributors the product at a price somewhat lower than that agreed- 
upon, he may increase his sales and reduce the profits of the other cartel 
members. If the cartel rules impose penalties on price-cutters that compensate 
the non-price-cutters for their loss of profits, these penalties must impose costs 
on the price-cutters greater than their increased profits. That is, the cartel 
needs rules that nip in the bud attempts to spoil the market for all. One such 
rule is resale price maintenance. Thus no retailers, for example, may sell the 
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product to consumers at a price lower than that agreed upon. How does resale 
price maintenance preserve the cartel’s monopoly profits? 

Let a member of the cartel try to increase sales by giving retailers secret 
price concessions. Since the retailers are unable openly to reduce the price at 
which they can sell the product to final consumers, they manifestly are de- 
prived of the most powerful instrument to increase sales to customers. There- 
fore, a manufacturer who would induce retailers to increase their purchases 
from him by offering them lower prices loses profits to no avail. Nonetheless, 
a secret concession may give an advantage to a manufacturer. If retailers sell 
a number of brands of the product—brands of the cartel members—they may 
be induced to single out the brand of some manufacturer for special treatment 
if they are bribed to do so because of getting a secret price concession from 
that manufacturer. 

One way of preventing this is for the members of the cartel to agree that 
distributors may handle only a single brand. Thus each distributor becomes 
an exclusive dealer in one brand and cannot favor one manufacturer at the 
expense of another.!? 

A dealer who is given a secret price cut by a manufacturer may in turn 
attempt to increase sales to final consumers by granting them special terms 
of sale that have the effect of price concessions. For example, customers may 
be offered favorable credit terms, free delivery service, less than the prevailing 
price on a tied article, and the like. Insofar as possible the members of the 
cartel must agree on terms of sale that outlaw any device that has the effect of 
allowing retailers to cut prices. 

A resourceful member of the cartel may try to increase his sales in still 
another way. He may try te win away the retailers handling the product made 
by other members of the cartel to his own brand. Secret price concessions to 
retailers might accomplish such changes in allegiance. The rules of the cartel 
must guard against this eventuality. They must stipulate that a retailer han- 
dling the brand of one cartel member may not drop it in order to replace it by 
the brand of another cartel member. Such a rule prevents the members of the 
combination from competing for distributors. 


 B. S. Yamey interprets “exclusive dealing” coupled with resale price maintenance quite 
differently. He sees the former as a valuable concession from the retailer to the manu- 
facturer and the latter as the reverse. Thus the two together are a kind of quid pro quo 
arrangement whereby distributors and manufacturers form a vertical cartel. B. S. Yamey, 
The Economics of Resale Price Maintenance, 34-35 (1954). He does, however, recognize 
that “Resale price maintenance may be an indispensable, or at least a valuable, adjunct 
to formal or tacit agreement among a group of manufacturers,” at 18. It seems to me that 
Yamey misses the the essential point, namély that exclusive dealing and resale price 
maintenance are both needed to make effective the collusion among the manufacturers. See 
also pp. 19-22. 

Bowman also analyzes the quid pro quo argument. W. S. Bowman, Jr., Prerequisites and 
Effects of Resale Price Maintenance, 22 U. Chi. Law Rev. 825, 838-39, 844-48 (1955). 
His description of the marketing of spark plugs and enameled iron ware indicates that the 
cartel argument may apply there. 
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The viability of a cartel requires other terms of agreement. Clearly the 
members must agree on the same retail price schedule. Moreover, they must 
agree on the same mark-up. All the other terms of sale between distributors 
and members of the combination must be the same so that no distributor has a 
pecuniary incentive for preferring one manufacturer over another. For a car- 
tel to provide for every partciular eventuality threatening its existence is im- 
practical if not impossible. For example, a manufacturer may attempt to in- 
duce new retailers, who have never before handled his product, to choose his 
brand and secretly offer them lower prices in compensation. If the cartel has a 
rule that imposes penalties on any of its members who exceed agreed upon 
market shares then these penalties serve as catchalls designd to guard against 
this tactic—secret price concessions to new distributors by those members of 
the cartel who wish to exceed their sales quotas—as well as other competitive 
tactics a manufacturer might employ in conjunction with cooperating retailers 
that would have the effect of spoiling the common interest of the cartel. 

That a combination of manufacturers may practice price maintenance (im- 
pose the same minimum prices on each other) is easily understandable and 
indeed is a common cartel feature.’ It is the use of resale price maintenance 
by a cartel that presents interesting problems. Typically price maintenance 
agreements cover so-called industrial products. Such industrial products are 
purchased by other firms who utilize them in their manufacturing processes to 
make other goods. Obviously in those cases resale price maintenance would 
serve to combine manufacturers at another stage of production into a cartel.” 
Although such vertical cartels undoubtedly exist, they must be less common 
than the kind described above, legal difficulties aside, because the number of 
conspirators necessary for the combination is typically too great to allow via- 
bility. 

™ There are numerous cartels of manufacturers embodying price maintenance agreements. 
Some examples are the following: sanitary pottery, a combination of 23 corporations pro- 
ducing 82 per cent of the output of this product, United States v. Trenton Potteries Co., 
273 US. 392 (1927) ; hardboard producers, United States v. Masonite Corp., 316 U.S. 265 
(1942) ; producers of certain kinds of electrical fuses, United States v. Line Material Co., 
333 U.S. 287 (1948) ; makers of gypsum wallboard, United States v. United States Gypsum 
Co., 333 U.S. 364 (1948); and wrinkle finish varnish, enamel, and paint, a combination 


of virtually all the producers of this product, United States v. New Wrinkle, 342 US. 371 
(1952). 

* Perhaps the most interesting example is ethyl compound, a chemical product added to 
gasoline to increase the octane rating. The patent on ethyl was jointly owned by DuPont 
and Esso who licensed refiners to make ethyl gasoline. Ethyl gasoline was to be sold at a 
fixed price differential above the average net sales prices of the licensee’s best non-premium 
grade of commercial gasoline. The licensed refiners produced 88 per cent of all the gasoline 
and 70 per cent of all the ethyl gasoline. Ethical (non-price cutting) jobbers were licensed 
to handle ethyl gasoline and 11,000 of the 12,000 gasoline jobbers were so licensed. Thus 
the owners of the patented ethyl compound formed most of the gasoline refiners into a 
cartel. Moreover, jobbers and retailers as a common practice anteceding ethyl compound 
handled one brand of gasoline exclusively. Ethyl Gasoline Corp. v. United States, 309 US. 
436 (1940). 
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When we see all the contingencies a cartel must guard against we are struck 
by the implicit rigidities in the face of changing economic conditions that 
compliance with the rules of the cartel require. New price schedules appro- 
priate to new conditions must be arrived at in concert as the result of com- 
mittee deliberation. Though monopolies may respond sluggishly to a changing 
environment for the same reasons as do cartels, the reaction speed of a cartel 
which turns on the deliberations among the sovereign members must be even 
slower. Even so the cartel reward is a monopoly profit diminished to the ex- 
tent that deliberations to change prices lag behind events, but if the cartel 
survives we must conclude that the game is worth the candle. 

The cartel argument is admirably illustrated by the resale price main- 
tenance of light bulbs.’* The story of light bulbs is the subject of the next 
section. 


[V. Licut BuLBs AND RESALE PRICE MAINTENANCE 


The resale price maintenance of light bulbs was a major issue in a famous 
anti-trust case in 1926—the United States v. General Electric, Westinghouse, 
and others.'* It is remarkable that the system the defendants devised for dis- 
tributing light bulbs fits the cartel argument of the preceding section in every 
respect. 

In 1906 the General Electric Company acquired exclusive United States 
rights to a number of patents governing the production of tungsten filament 
incandescent lamps. It “introduced its tungsten filament lamps into the 
United States late in 1907, under exclusive patent rights for the United States 
purchased in 1906 for $100,000 from the German Welsbach Cciapany.’”” It 
acquired two other important patent applications and inventions governing 
the production of this type of light bulb in 1909. In 1911 GE introduced duc- 
tile tungsten filament incandescent lamps to the American market.*® 


* Many of the features of the light bulb combination are foreshadowed in the cartel 
among producers of enameled iron ware formed around 1909. There were 16 members in 
that cartel producing 85 per cent of the total output. Standard Sanitary Mfg. Co. 
owned the key patent and licensed the others under it. Minimum prices were established by 
2 committee of 6, including the patent owner (whose market share was 50 per cent), who 
initiated price changes subject to the approval of a majority of the other 5 committee mem- 
bers. Ninety per cent of all the jobbers in the trade were licensed by the manufacturer and 
resale price maintenance imposed on them. Such jobbers were prohibited from dealing with 
unlicensed manufacturers, except with express written permission of the licensor. To aid in 
compliance, licensees paid royalties rebatable in part on condition of adherence to the 
license terms. Exclusive dealing by jobbers is not mentioned in the Supreme Court’s opin- 
ion. Standard Sanitary Mfg. Co. v. United States, 226 U.S. 20 (1912). 


“United States v. General Elec. Co., 272 U.S. 476 (1926). Although this case has be- 
come a classic textbook example, see for instance, C. Wilcox, Public Policies toward Busi- 
ness, 157-58, 412 (1955), no one seems to have offered the interpretation of the case which 
follows. 

* A.A. Bright, Jr., The Electric Lamp Industry, 190, 192 (1949). 

* Id. at 192-98. 
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In 1912 the Westinghouse Electric Company entered into a new license 
agreement with General Electric. The agreement contained these important 
provisions regarding royalties: 

The royalty payable on tungsten filament lamps sold and shipped for use in do- 
mestic territory during the period of three years from the first day of January, 
1912 shall be 2% of the Licensee’s net sales of said lamps. 


If, in the year beginning with the expiration of said period, or in any subsequent 
year, the Licensee’s net sales of tungsten filament lamps, for use in domestic terri- 
tory, amount to 15% (changed to 17.25% in 1919) or less of the aggregate net 
sales of such tungsten filament lamps by the Licensor and the Licensee for use in 
said territory in the said period, the royalty payable on tungsten filament lamps 
shall be 2% of the Licensee’s net sales of said lamps; but if the Licensee’s net sales 
exceed 15% of the said aggregate net sales, the royalty shall be 2% of the Licensee’s 
net sales up to and including said 15% and shall be 10% of the excess of said net 
sales over said 15%.17 


Similar license agreements were entered into between General Electric and 
other United States producers of light bulbs.1* In 1923 General Electric and 
its licensed manufacturers accounted for 86% of total sales of light bulbs in 
the United States.1® Based on this evidence it is plausible to regard General 
Electric and its licensed manufacturers as forming a cartel. Yet there seems 
available a simpler hypothesis. May we not regard General Electric as a 
monopolist by virtue of its ownership of key patents which it permits others to 
use in return for the payment of royalties? Cartel implies greater weakness 
and appears wrongly applied in this context. 

Certainly with regard to the Westinghouse Electric Company there is little 
doubt that General Electric had a formidable rival. In its own right Westing- 
house owned valuable and important patents and had an active research 
laboratory.?° 

Because of this General Electric could not feel secure in its position of 
acknowledged power as of 1912 and it needed to come to terms with a danger- 


* Record, p. 118, United States v. General Elec. Co., 272 U.S. 476 (1926). 


* The so-called “B” licenses granted manufacturers other than Westinghouse differed in 
some important respects from the Westinghouse license. Although “B” licensees could 
establish their own prices and terms of sale, they could not use the Mazda trademark (used 
on General Electric and Westinghouse products), they paid GE a higher royalty rate (3 per 
cent) than did Westinghouse (2 per cent shortly reduced to 1 per cent), their production 
quotas were small and they could make only few types of incandescent lamps, Bright, op. 
cit. supra n. 15 at 238, 240-43. Although the agreement between GE and Westinghouse 
benefitted the small licensed manufacturers, their ability to compete was curtailed by the 
terms of the “B” licenses. The cartel argument of section III applies to the GE-Westing- 
house agreement. 


* Record, p. 6, United States v. General Elec. Co., 272, 476 (1926). 


” Bright, op. cit. supra n. 15 at 180, 188-89. GE and Westinghouse entered a cross licensing 
agreement in 1896, see p. 137. 
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ous rival whose market share was then 13 per cent.?! The license agreement 
served to protect General Electric from increased output by its licensees but 
the structure of distribution that it established can only be understood if in- 
terpreted as a system to protect the licensees from abuses by General Electric. 
Surely by charging higher royalties on Westinghouse’s sales in excess of 15% 
of the total, General Electric could have deterred Westinghouse sufficiently 
from increasing its sales. Therefore, the entire system of distribution is a con- 
fession of weakness on the part of General Electric.?* 

All the members of the light bulb cartel adopted the same system of dis- 
tributing that product to the public.2* Because of the shaky legal status of 
straightforward resale price maintenance and in particular because of the 
terms of the Consent Decree of 1911, the defendants in the 1926 court action 
resorted to a legal stratagem to acccomplish the effects of resale price main- 
tenance.** Distributors received light bulbs on consignment. Legal title to the 
bulbs remained in the hands of the manufacturers who were thus free to fix 
any retail price they liked—presumably, one that would maximize their 
monopoly profits. The manufacturers presented the jobbers and retailers with 
price lists and permitted sales at not less than the list prices.*° Therefore, 
General Electric had no incentive to give secret price concessions to the job- 
bers and the retailers because these distributors could not lower resale prices 
in order to increase sales. Therefore distributors would net purchase more 
bulbs from General Electric even at secretly reduced prices. 


™In 1919, seven years after the license agreement, General Electric actually reduced the 
royalty payments from Westinghouse by having the penalty rate come into effect when the 
sales of Westinghouse exceeded 17.25 per cent of the combined sales instead of 15 per cent. 
See Record, p. 118, United States v. General Elec. Co., 272 U.S. 476 (1926). For the 1911 
market share of Westinghouse, see Bright, op. cit. supra n. 15 at 151. 


"In 1919 the Westinghouse royalty rate was actually reduced to 1 per cent. Bright, op. 
cit. supra n. 15 at 236 n. 2. 


* Record, p. 109, United States v. General Elec. Co., 272 U.S. 476 (1926). The terms of 
the license agreement between Westinghouse and General Electric required that both adopt 
the same method of distribution. Moreover, Westinghouse could not pay its agents greater 
commissions than General Electric. 


“On March 3, 1911 the Department of Justice brought equity proceedings under the 
Sherman Anti-Trust Act against General Electric, Westinghouse and 32 other companies. 
The defendants accepted a consent decree that prohibited the continuance of resale price 
maintenance as it was carried out prior to 1911. The decree stated that any such licensor is 
hereby enjoined and prohibited from requiring or imposing upon the licensee the fixing of 
resale price to be observed by the licensee’s vendee; and the purchasers of such lamps from 
either the licensor or from the licensee or from the vendees of either the licensor or the 
licensee, whether at wholesale or retail, shall not be in any manner restricted as to the price 
at which such lamps shall be sold to the public or to any dealer or consumer. Record, p. 
860, United States v. General Elec. Co., 272 U.S. 476 (1926). 


* From the General Sales Rules of March 1, 1912, Number 14, “The prices given in the 
schedule are minimum prices. Sales may be made at higher prices.” Record, p. 153, United 
States v. General Elec. Co., 272 U.S. 476 (1926). 
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No agent shall be appointed to act for more than one Manufacturer, to whom 
these rules apply [that is, members of the cartel], or to sell or distribute more than 
one brand of lamp for any such Manufacturer.?¢ 


Thus the distributors were made exclusive agents of the manufacturer. Here 
we encounter an important condition of the cartel argument. 


A concern acting as Agent for a Manufacturer may not be given a Form B Ap- 
pointment [Form B Appointments applied to jobbers] by another Manufacturer, 
even if eligible thereto, unless specific approval is obtained in advance of any solici- 
tation whatever by the Manufacturer proposing the Form B Appointment.27 


Thus the cartel members eliminated competition for distributors. A third 
condition of the cartel argument is encountered. However, any jobber cr 
retailer who previously handled the merchandise of an unlicensed manufac- 
turer could be enticed by the licensed producers. Such distributors received a 
discount based on two-thirds of their net sales of the unlicensed bulbs during 
the period when these were handled.?® 

In effect, General Electric set the pace for the total quantity sold. By in- 
creasing its sales it permitted the other licensed manufacturers to increase 
their sales in proportion without paying a greater royalty rate. 

A number of provisions in the agreements between manufacturers and their 
agents prevented the latter from offering their customers special terms that 
would have the effect of reducing the retail price. For example, agents could 
not give their customers free samples. Retailers had to account for every bulb 
in stock including those claimed to be damaged or missing.”® Light bulbs were 
a common enough product so that consumers did not need special services 
from retailers to be convinced of the merits of or to be taught the finer points 
of light bulbs. All a retailer needed to enter the retail bulb business was a rack 
to store the bulbs and a contract from a jobber. Hence the manufacturers had 
little incentive to give secret reductions to their agents to pay for their provid- 
ing special services jointly with the bulbs. 

Only one kind of distributor could deal in several light bulb brands—the 
central station power company offering its customers a “free” renewal service. 
This fact does not contradict the cartel argument. The power company gave 
customers free light bulbs and charged higher electricity rates to cover the 
cost of these free bulbs.*° Since these rates did not depend on the brand of the 


* Record, p. 543. 
™ Record, p. 542. Similar provisions applied to retailers. 
* Record, p. 249. 
* Record, p. 159. 


* “Prior to September, 1902, the [electricity] rates to small customers approximated, on 
the average, 20 cents a kilowatt hour, or, something, perhaps, in excess of that figure. The 
price included the supply of incandescent lamps for which the cost was in the neighborhood 
of 1 cent a kilowatt hour.” T. C. Martin, Forty Years of Edison Service: 1882-1922, 137 
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bulbs given customers, the power stations could not reduce the price of bulbs 
to its customers. 

Transactions among jobbers and retailers could not be made unless the 
agents involved received special permission to do so from the manufacturer.*! 
Consumers could purchase light bulbs but only to the extent of their require- 
ments.** The manufacturers gave quantity discounts to jobbers and retailers. 
In addition some consumers purchased bulbs under contract directly from the 
manufacturer and others dealt with retailers.** Could there be price discrimi- 
nation between these two kinds of customers—the former being typically large 
industrial purchasers of light bulbs and the latter households? 

Clearly if anyone purchases bulbs outright, that buyer could legally resell 
them at any price of his choosing. The agency technique for accomplishing 
resale price maintenance would fail if some purchasers did in fact resell bulbs 
at less than the list price. Even more important, without such restriction on 
sales to direct purchasers, any resale price maintenance scheme adopted by a 
group of manufacturers would fail. Without such limitations manufacturers 
could give secret price cuts to direct purchasers and, if these buyers resold the 
bulbs at lower prices than the jobbers and retailers, they could divert sales 
from the agent distributors. It was therefore necessary to limit their purchases 





(1922). This statement applies to New York City but it is reasonable to believe similar 
arrangements held elsewhere. Speaking of July, 1911, Mr. Martin goes on to say, “This 
schedule for the first time provided an allowance to those customers who relieved the [New 
York Edison] Company of the supply of incandescent lamps, who, if they guaranteed 1500 
kilowatt hours of monthly consumption, were allowed to purchase their lamps independently 
of the service rate, to offset which they were allowed a discount of 1 cent a kilowatt hour” 
(p. 141). To the best of my knowledge, in those cities in which there is a lamp renewal 
service those purchasers of electricity who use this service pay a certain sum each month 
with their electricity bill. 


* A jobber could obtain special authority to deal with another who handled the same 
brand. Such arrangements could be made for limited periods of time. The primary agent 
received as compensation “the difference between the net amount due the Manufacturer 
from the sale of lamps to the Secondary Agent and the net amount which would have been 
due the Manufacturer had the lamps been sold directly by the Primary Agent.” Record, p. 
551, United States v. General Elec. Co., 272 U.S. 476 (1926). Arrangements among other 
kinds of distributors had similar conditions. 


*“Tamps may be sold to any consumer within domestic territory, to the extent of the 
consumer’s requirements for immediate delivery, at the discounts fixed in the schedule for 
Purchasers Without Contract, which discounts are subject to change without notice. Elec- 
trical contractors requiring incandescent lamps to complete installation work will be re- 
garded as consumers of such lamps.” Sales under contract may be made only to the extent 
of the consumer’s requirements. Record, pp. 272-73, United States v. General Elec. Co., 272 
US. 476 (1926). 


* General Electric’s total sales of light bulbs had this composition: 22 per cent was made 
up of sales to purchasers under contract who dealt directly with GE employees, 37 per cent 
to purchasers under contract who dealt with agents, and 41 per cent to customers not under 
contract who dealt with agents. The corresponding figures for Westinghouse are 36 per cent, 
30 per cent, and 34 per cent. 
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to the extent of their requirements and to offer them exactly the same terms as 
agents buying equal amounts. These stipulations in the rules governing sales 
to direct purchasers do not, therefore, necessarily indicate the existence of 
price discrimination. 

Although the same quantity discount schedule applied to the agents as to 
the direct purchasers,** the possibility of price discrimination is not thereby 
excluded. Direct purchasers may have bought larger amounts than the agents 
and a discount schedule based on quantities is consistent with price discrimi- 
nation. 

Resale price maintenance coupled with restrictions on sales among dis- 
tributors and other customers is circumstantial evidence of price discrimina- 
tion. The former prevents leakages of sales among distributors and the latter 
prevents those distributors getting the product at the lower price from selling 
not to final consumers but to other distributors who would have to pay the 
manufacturer a higher price for the merchandise. Either kind of leakage 
spoils that segment of the market in which the manufacturer sells his product 
at the higher price. There is not enough relevant evidence in the court record 
of the case to decide the issue of price discrimination one way or another.* 
However, all the evidence in the case is consistent with the implications of the 
cartel argument. 


V. CoNCLUSION 


Because resale price maintenance suppresses price competition among re- 
tailers, we may readily understand why as a group they often support it. This 
is commonly thought the chief explanation of the existence of minimum retail 
prices—that retailers press price maintenance on reluctant manufacturers. 
However, this explanation fails in those cases in which the impetus clearly 
comes from one or more manufacturers. There are two arguments to rational- 
ize manufacturers’ support of the policy. First, a single manufacturer produc- 
ing a differentiated product over which he possesses some degree of monopoly 
power may find it advantageous to establish minimum retail prices in order to 
induce those retailers who handle his product to offer special services jointly 
with it thereby increasing total sales. Second, a group of manufacturers may 
couple resale price maintenance with a kind of exclusive dealing as part of 
their broad scheme to create a producers’ cartel. 

In the first or special service argument the manufacturer’s advocacy of re- 


“ The record shows the discount schedule for purchasers under contract on p. 286. Basic 
rates of compensation for Agents are on pp. 288-89. These indicate that the discounts for a 
given amount of net sales were about the same for both kinds of transactions. 


* One student of the case does believe in the price discrimination theory. See W. S. 
Bowman, Jr., Resale Price Maintenance—a Monopoly Problem, 25 J. Bus. 153-54 (1955), 
and also by the same author, Prerequisites and Effects of Resale Price Maintenance, 22 U. 
Chi. Law Rev. 825, 839-40 (1955). 
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sale price maintenance depends on the nature of the product. This argument 
applies to products which are unfamiliar to the mass of consumers either be- 
cause the product is new (or embodies new features) or because it is pur- 
chased infrequently by a relatively small proportion of households. To test the 
significance of this explanation we need a list of consumer goods classified 
according to the presence or absence of price maintenance schemes such that 
the price maintained goods are further classified according as manufacturers 
(as distinct from retailers) initiated the pricing policy. If the special service 
argument is valid then a high proportion of the commodities price maintained 
at the initiative of manufacturers who possess monopoly power should require 
special point of purchase sales efforts whereas products sold by monopolistic 
manufacturers at unrestricted resale prices are not offered jointly with special 
services. 

Of those price maintained commodities not offered jointly with special serv- 
ices such that the initiative stems from the manufacturer, the cartel argument 
should apply. We may expect that producers of these commodities sell them 
via distributors on the same terms. Moreover, the distributors of these goods 
handle only a single brand for which the manufacturer fixes a minimum price. 
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Southern workers may be intrigued by the wage expectations held out by 
organizers from northern unions and by the Fair Labor Standards Act. 
They may in a few cases get such wages, but if they get much employment 
at such wages, it will be only in spite of the intentions of the northern unions 
and the Massachusetts senators. 

Henry Simons, 1944! 


\ wage legislation, particularly at the national level, is a powerful 
weapon for authoritarian intervention in economic affairs. It is a subtle polit- 
ical weapon in that it can win votes for its proponents, and lose votes for its 
opponents, even in regions to which it does most economic harm. Pay in- 
creases imposed by government fiat are immediate and easily discernible, 
while short run and long run losses of employment and the reduction in aggre- 
gate real income due to the induced misallocation of resources are unlikely to 
be attributed by many voters to this governmental action. 

The prime political drive for an ever-higher-and-broader national minimum 
wage law comes from labor unions, from Congressmen who represent relative- 
ly high-wage states, and from some businessmen in such states. These are 
joined by a small number of influential persons who have a genuinely humani- 
tarian outlook on the question and believe this to be the most practical way 
of helping workers in the lowest wage groups. This last group especially re- 
gards wage rates as being determined essentially in an exploitative fashion by 
employers and is strongly influenced by the ancient doctrine of “just price.” 
While self-interest is clearly the foremost consideration on the part of the 
principal proponents, testimony before Congressional committees is heavy 
laden with economic sophistry emphasizing the just wage philosophy and the 
purchasing power panacea. 

Basically, the national minimum wage, as applied to manufacturing at 
least, is a device for waging regional economic warfare. It wipes out by gov- 
ernment decree a part of the attraction which labor surplus areas should 
properly have for new capital in a private enterprise economy. It hampers the 
relatively underdeveloped areas of the nation in their efforts to attract indus- 


1H. Simons, Economic Policy for a Free Society 121 (1948). See Ch. VI, “Some Reflec- 
tions on Syndicalism.” 
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try, and more of their: people are forced to leave these areas than would 
otherwise be the case, or else to remain a low-income group. It is not only the 
minimum wage which is in effect at a given time but also the frequent intro- 
duction into Congress of new bills of this sort which retard the natural flow 
of capital. Most investment in new plants can be recovered only over a con- 
siderable span of years, and the steady upward pressure on the minimum legal 
wage does much to alter businessmen’s long run labor cost expectations and 
thereby to diminish the attraction of labor surplus areas to new plants. 

The view that national minimum wage legislation is a Yankee trick against , 
the South (which it is) becomes a less useful characterization as broader 
coverage of workers is contemplated by Congress. Such occupations as small- 
scale logging, fishing, retailing, car servicing, laundering, ushering, bellhopping 
and waiting on tables tend to be relatively low wage activities even in the 
North and far West, particularly outside the main urban areas. Such special 
situations as irregular seasonal or weekly employment, the hiring of teen- 
aged or elderly people, and the receipt of a large portion of income in tips 
from customers rather than as wages from employers enormously compound 
the dangers and inequities of extension of authoritarian wage minima and 
overtime pay requirements to retail and service trades. 

The most vigorous proponents of ever-higher-and-broader minimum wage 
coverage are the labor unions. (The only exceptions are found in a few 
thoroughly-organized occupations which apparently prefer to make their own 
arrangements through collective bargaining on such matters as overtime dif- 
ferentials.) I.abor union leaders see in national minimum wage legislation a 
partial substitute for immediate unionization of unorganized sectors of the 
economy. Labor unions are extremely anxious to improve their own bargain- 
ing position by increasing the labor costs of unorganized “wage chiselers” sell- 
ing competitive commodities. It is probable that union leaders also see in mini- 
mum wage legislation a spur to organization through the dissatisfaction 
created in the ranks of the higher paid workers within any establishment who 
do not automatically receive a pay boost from an increased or broadened na- 
tional minimum wage. It has been noted in Department of Labor studies that 
one effect of an increase in the minimum wage to one dollar per hour was a 
compression of wage differentials between occupations.” 


I. OrHER StupIes OF MINIMUM WAGE EFFECTS 


Statistical studies of the impact of federal minimum wages have empha- 
sized almost exclusively the short run employment effects on selected low- 
wage industries. The primary investigations have been made by the United 
States Department of Labor, which implicitly employs the competitive model 
by using broad industry groups such as fruit and vegetable canning, fertilizer, 


*U.S. Dep’t Labor-Wage & Hour Div., Studies of the Economic Effects of the $1 Mini- 
mum Wage 230 (Jan. 1959). 
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and footwear and by placing firms into presumptive “impact groups” on the 
basis only of the percentage by which average hourly earnings needed to be 
raised to meet the legal minimum for all employees. Two other principal 
statistical investigators* have made explicit use of the competitive model after 
some consideration of alternative hypotheses. J. M. Peterson studied the rela- 
tionship of employment changes and wage rate changes following the 25- 
cent, the 30-cent, and the 75-cent minima. His findings were that the available 
data, properly analyzed, tend to support such implications of the competitive 
hypothesis as the inverse relation between wage increases and employment 
changes. His results tend to contradict the “purchasing power” argument. 
C. P. Sawaya concluded: “While wage payments in some sectors of the indus- 
try are higher than what they would otherwise be, lumber workers as a whole 
do not appear to be benefitted. Indeed, the F.S.L.A. minimum wage require- 
ment may be denying employment to persons with little or no other oppor- 
tunities for work.”* Sawaya observed that a major end being served is to pro- 
vide some protection for the Northwestern lumber and competitive building 
material industries from competition of Southern pine lumber. He also found 
a significant adverse effect on Southern farmers in that the price of stumpage 
fell each time the minimum wage was increased.® The owners of pine stump- 
age receive their incomes mainly in the form of economic rent and hence are 
vulnerable to a backward shifting of the increased wage cost. 

The Department of Labor impact studies, while divulging some unlike 
effects on different states and localities, place primary emphasis on intra- 
industry wage and employment effects in low wage, middle wage, and high 
wage plants. For the most part the results are consistent with the competitive 
model. In most industries the employment decline is greatest in the high im- 
pact (low wage) group and least in the low impact (high wage) group.® Al- 
though the Department of Labor studies do not emphasize the difference be- 
tween the impact of a national minimum wage on high wage and low wage 
regions, a belief in this difference is implicit in the selection mainly of South- 
ern industries for study. 

The present writer has undertaken an investigation which utilizes geo- 


*J.M. Peterson, Employment Effects of Minimum Wages, 1938-1950 (Ph.D. dissertation, 
University of Chicago, 1956); Peterson, Employment Effects of Minimum Wages, 1938- 
1950, 65 J. Pol. Econ. 412 (1957). 

C. P. Sawaya, The Employment Effect of Minimum Wage Regulation in the Southern 
Pine Lumber Industry (Ph.D. dissertation, Indiana Univ., 1958). 


* Sawaya, op. cit. supra n. 3 at 355. 
5 Id., 241. 


*A useful summary of the BLS studies, an appraisal of their limitations and some in- 
formation on violations is given by Macesich and T. Stewart, Jr., Recent Department of 
Labor Studies of Minimum Wage Effects, 26 So. Econ. J. 281 (1960). Reprinted in Hearings 
before the Subcommittee on Labor Standards, Committee on Education and Labor, H.R. 
86th Cong., 2nd Sess., Pt. 3, pp. 1308-18. 
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graphic areas—the counties of Florida—rather than the individual firm as the 
basic unit in a cross-section study. This serves to emphasize the effect of 
minimum wage rates on economic development, albeit on a narrow basis. This 
approach appears to have a certain normative advantage. While some would 
argue that firms paying the lowest wages should be hit the hardest by a 
minimum wage requirement—and even that they should be driven out of 
business—few will argue that the low income areas of the United States, or of 
any single state, deserve to be hit compared with those which are already 
doing quite well economically. A possible exception may be found among those 
who adhere to the “shock” theory, namely, to impoverish people to the point 
where they will be forced to move to a new area—if they can afford to do so. 


II. INDEPENDENT STUDY OF FLORIDA 


Data utilized by the writer in making an independent study of the effects 
of the $1 national minimum wage on Florida possess certain advantages and 
certain shortcomings compared with those used by the Bureau of Labor 
Statistics in its principal impact studies. Advantages are: (1) employment is 
measured in man-hours rather than in number of workers; (2) overtime work 
is separable from straight-time work; (3) the statistics used are regularly 
collected by a State agency in cooperation with BLS in order to report on em- 
ployment and earnings.’ No costly special survey is required and similar data 
should be available for all states; (4) the same firms report each month on a 
form which is “shuttled” back and forth so experience is gained in reporting, 
and errors can be spotted and corrected by the interested state and firm per- 
sonnel; (5) some pertinent auxiliary information such as unemployment com- 
pensation payments are available as county totals. Some disadvantages of the 
data are: (1) the stratified sample emphasizes the larger plants, although 
numerous small plants are included; (2) some counties (20 of the 67) are 
not represented in the sample, mainly because they had a very small amount 
of manufacturing activity; (3) in order to secure county totals based on a 
matched sample of plants it was necessary to exclude plants which ceased or 
began operations during the period January, 1956, through January, 1957; 
(4) no information on the distribution of earnings by occupation within a 
plant is included in this reporting system. 

Any statistical investigation of the effects of a change in an economic vari- 
able encounters the problem that other important factors almost invariably 
refuse to remain impounded in ceteris paribus. The chief offender in the 


*The writer is greatly indebted to Robert Beasley, Chief of the Reports and Analysis 
Department, Florida Industrial Commission, for his cooperation and experienced counsel. 
Punch cards in possession of the Industrial Commission were tabulated to give county totals 
for a matched sample of 517 manufacturing plants, without disclosing individual plant in- 
formation. Except where otherwise specified, data used in this study are from this tabula- 
tion. David O. Wood performed most of the statistical work. George Macesich made valu- 
able suggestions at several stages of the study. 
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present case is demand. If demand for the output of an industry shifts upward 
sufficiently during a relevant period, employment may increase in spite of 
any dampening effect of a higher legal minimum wage, and these dampening 
effects are then difficult to measure. Or if demand for labor should decrease, 
even on a seasonal basis, recorded declines in employment may exaggerate the 
effects of a legislated minimum wage. In the case of Florida in 1956, the year 
the $1 minimum was put into effect, there was a strong upward trend in em- 
ployment in many industries due especially to the establishment of numerous 
new plants, particularly to turn out products for the fast-growing population 
centers of the State and for national defense activities. The number of em- 
ployees in manufacturing establishments employing 8 or more workers in- 
creased about 9 per cent from January, 1956, to January, 1957.* Progress in 
this respect was notably uneven, however, with almost all of the gain being 
recorded in about one third of the countries. Available data (to be shown 
later) suggest that the increase in the national minimum wage to $1 contrib- 
uted to the lack of employment progress in the other two thirds of the counties. 
These correspond quite closely with the list which the Florida Development 
Commission has labeled the “underdeveloped counties” and into which it 
makes a special effort to attract new industry. National minimum wage legis- 
lation works at cross purposes with the State’s program to stimulate employ- 
ment in the industrially underdeveloped counties. 

An implication of the competitive economic model is that relatively low 
wage plants in a given industry should have a greater loss in employment just 
after the imposition of an effectively higher legal minimum wage than do the 
relatively high wage plants. This should be even more the case over a longer 
period of time in which substitution of capital for labor can occur, but this is 
harder to measure because there is no definite time within which the substitu- 
tion can be expected to occur and because of greater difficulty with changes in 
demand for the product. Within an industry plants can be expected to have 
different wage rates because they hire workers and management of unlike 
quality, because of compensating non-pecuniary attractions of their locations, 
and especially because the necessary movements of labor and capital have 
not taken place sufficiently to equalize the marginal value productivity of 
similar workers in different regions of the nation or even in different counties 
of a given state. The necessary movements of labor and capital to equalize 
the marginal value productivity of common labor in manufacturing in differ- 
ent places has been accentuated by the decline in the farm population. A 
consequent implication of the competitive model is that a legislated minimum 
wage will have a more adverse effect on employment in relatively low wage 
regions such as the Southeast that in the far West or mid West, and in low 
wage areas, within a region and within a state 


* Florida Employment and Pay Rolls Covered by the Unemployment Compensation Law, 
by County and by Industry, 1956 and 1957. Florida Industrial Commission. 
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The empirical usefulness of this implication for the study of minimum wage 
effects on a single state depends on whether there are in fact substantial 
differences in wage rates paid production workers in manufacturing in differ- 
ent counties. That these differences are very substantial in Florida is shown in 
Table 1, the data being secured from the matched sample of 517 plants re- 
ferred to in footnote 8. The $1 national minimum wage became effective 
March 1, 1956; January of that year was selected as the most representative 


TABLE 1 


AVERAGE STRAIGHT-TIME HOURLY WAGE RATES IN MANUFACTURING 
FLORIDA COUNTIES, JANUARY AND APRIL, 1956 

















| | | 
| January, 1956) April, 1956 || : | January, 1956, April, 1956 
County ($ per Hour) ($ per Hour) || County ($ per Hour) ($ per Hour) 
Jefferson. . . $0.79 $1.12 Highlands. $1.24 $1 . 26 
Suwanee. . 0.84 1.04 | Pinellas. . . 1.28 1.37 
Okeechobee 0.85 1.05 | Palm Beach 1.28 1.38 
Hamilton. . 0.87 1.04 Polk. . 1.3 1.35 
DeSoto. . . 0.89 | 1.10 Manatee 1.33 1.31 
Hernando. 0.91 1.05 | Brevard.... 1.36 1.40 
rrr 0.91 1.05 | Hillsborough 1.44 1.47 
Monroe... 0.92 1.08 Osceola. . 1.44 1.63 
Bradford. . 0.92 1.08 | Volusia. . 1.51 2.55 
Madison. . 0.94 i. Orange... 1.57 io 
Rs «0 0.95 0.95 | Broward. 1.58 1.64 
Calhoun. 0.95 1.11 Dade... 1.63 1.61 
Okaloosa. 0.97 1.08 | Santa Rosa 1.68 1.71 
St. Lucie. . 0.99 1.08 | Escambia. 1.70 1.71 
Gadsden. . 1.00 1.16 || St. Johns 1.73 1.77 
Sumter. . 1.02 1.11 | Seminole 1.74 | 1.88 
ioe... 1.03 | 0.95 | Putnam aan 1.69 
Alachua. . 1.09 | 1.29 || Martin. 1.78 | 1.78 
ae 1.10 | 1.20 |} Flagler. 1.81 | 1.69 
Hendry. . 1.10 1.42 | Gulf. 1.88 | 1.97 
Pasco... | 1.11 1.24 | Nassau... 1.91 1.88 
Sarasota. a 1.14 | 1.32 ia 1.91 1.96 
Marion. | 1.146 | 1.33 || Taylor 2.04 | 2.00 
Duval....... es ie 1.67 


| | | 





month before the increase, particularly because it was observed that a few 
plants raised wage rates a month before it was legally necessary. Some plant 
managers were apparently not immediately aware of the law, or deliberately 
delayed compliance, making April appear to be the best post-increase month 
for study. A further factor in favor of April, rather than March, is that the 
important citrus-processing industry encounters a pronounced dip in March 
but is back to a high rate of production in April with the availability of suffi- 
cient fruit. 

It is apparent from an inspection of Table 1 that the change in the legal 
minimum wage was quite effective in raising hourly wage rates in the “low 
wage counties” in the lefthand column, and that it had much less effect on 
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the relatively high wage counties. This is emphasized in Table 2, which also 
includes data comparing the two groups of counties with respect to changes 
in wage rates between April 1956 and January 1957. Between these last 
named months there was little further change in manufacturing wage rates in 
the low wage group but a sizeable increase in the other group. The latter is 
probably traceable to an increase in the demand for labor relative to its sup- 
ply due to the rapid influx of new plants into the high wage counties.? The 
plants in the matched sample used faced substantially increased competition 
for common labor from these new plants as well as greater competition with 
one another. 


TABLE 2 


PERCENTAGE CHANGES IN STRAIGHT-TIME HOURLY WAGE 
RATES OF PRODUCTION WORKERS 


Low-Wage Counties High-Wage Counties 
January-April, 1956......... +16.4 +2.9 
April, 1956—January, 1957 ae o +7.2 
TABLE 3 


PERCENTAGE CHANGES IN MAN-HOouRS OF EMPLOYMENT FOR PRODUCTION WORKERS 




















SreaicHt Time OVERTIME ToTAL 
Low-Wage | High-Wage | Low-Wage | High-Wage | Low-Wage | High-Wage 
Counties Counties Counties Counties Counties Counties 
January-April, 1956. —13.8 —8.7 —39.0 + 7.1 —15.2 —7.9 
January, 1956—Janu- 
ary, 1957..... — 1.4 +3.5 +15.0 +33.6 — 0.5 +5.1 














Prime importance from a short run point of view attaches to measurement 
of effects on the amount of employment afforded production workers in the 
presumptively high-impact, low wage counties versus the low-impact, high 
wage counties. These changes for the sample of 517 plants are summarized in 
Table 3. 

The 15.2 per cent decline in man-hours of employment in the low wage 
group from January to April 1956 was nearly twice as large as in the high 
wage group. The 39 percent decline in overtime man hours in the first group 
is especially striking. In part the January to April decline is seasonal in 
nature. The Florida Industrial Commission’s index of seasonal variation in 
number of manufacturing employees indicates that April usually averages 6 

* According to Florida Development Commission data, the counties designated in this 
paper as “high wage” added 385 industrial plants in 1956 compared with 31 in the “low 


wage” counties. Florida’s New Industrial Plants, 118 Bus. Research Rep. 8 (1960). The 
report does not, however, make an adjustment for plants which go out of business. 
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per cent below January. It appears that the change to a $1 per hour minimum 
wage as of March 1, 1956, had only a slight adverse effect on employment in 
the high wage counties taken as a group but a substantial effect on employment 
in the low wage counties. For the one-year period, January 1956 to January 
1957, during which period there was undoubtedly some increase in the de- 
mand for manufactured goods even in the low wage counties, a slight decline 
in employment occurred in this group while employment in the high wage 
group was up 5.1 per cent. For the longer period, overtime hours were up in 
both county groups. Other things being equal, this would not be expected to 
occur. It seems probable that the 33.6 per cent increase in overtime in the 
high wage counties reflects the rapid increase in the demand for products in 
these counties. In the low wage group the increase in overtime may reflect 
a tendency for plants to move toward a better quality of worker and to use 
a smaller work force more intensively during seasonal peaks. The dampening 
effect of the higher minimum wage on overtime was probably diminished by 
the exemption which some plants have which permits them to pay straight 
time wage rates up to 48 hours, rather than 40 hours, per week. 

Another testable implication of the competitive modei is that within the 
low-wage county group the greater the wage increase induced by the March 1, 
1956, change in the Fair Labor Standards Act the larger the employment loss 
should be. For this test a least squares linear regression of percentage change 
in straight time man-hours of employment (Y) was run against percentage 
change in the straight time average wage rate (X) on a county by county 
basis for the period January to April 1956. The regression equation turned 
out to be: 

Y = 5.3 — .93X. 


* 


This result indicates that the counties in which the wage rate was raised by 
the largest percentage encountered the largest declines in manufacturing em- 
ployment. The coefficient of correlation was — .31 (significant to .15). A one 
per cent greater increase in the average wage was associated with nearly a 
one per cent greater loss in man-hours of employment. 

The same statistical process applied to all of the 47 counties in the sample 
yielded a coefficient of correlation of — .23 (significant to .1) for January 
to April 1956. The regression equation was: 


¥Y = — 63 — .12X. 


This result indicates that a high wage county which was not affected at all 
by the new $1 minimum would have an employment decline of about 6 per 
cent between January and April. This tends to confirm the 6 per cent seasonal 
decline in manufacturing employment suggested earlier. The regression equa- 
tion still indicates that the greater the percentage increase in the wage rate 
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in a county the greater was the loss in production man-hours of employment 
after the new minimum. The regression line slopes less steeply, however, ap- 
parently because factors other than wage rate changes were mainly responsible 
for the employment changes which occurred in the high wage counties between 
these dates. 


Supplementary Tests 


Employment effects of a change in the legal minimum wage are best meas- 
ured in man-hours, as in the data presented to this point. The matched sample 
of 517 manufacturing plants reporting on this basis in all three months— 
January and April 1956 and January 1957—covered 47 of Florida’s 67 coun- 
ties. Some employment information for 13 of the excluded 20 counties is 
available in terms of number of persons employed in manufacturing plants 
having 8 or more workers. This reporting is carried out in conjunction with 
the administration of Florida’s unemployment compensation law. The other 
seven counties either have no manufacturing plants with eight or more em- 
ployees or have less than three such plants so that separate totals for manu- 
facturing are not disclosed. Data for classifying these 13 counties into “low 
wage” and “high wage” on a comparable basis are not available, but per 
capita income data suggest that all or nearly all would fall into the former 
category.° All 13 counties are classified as “underdeveloped” by the Florida 
Development Commission and hence are among the group for which the 
State is exerting particular effort to stimulate employment. 

In Table 4 total manufacturing employment is shown for January, Febru- 
ary, March, and April of each year, 1950 through 1956. The index numbers 
with January as a base indicate that March employment is usually about 
4 per cent higher than January employment while April employment is about 
the same as in January in these counties. March and April 1956 employment, 
just after establishment of the $1 minimum wage were down 7 per cent from 
January 1956, suggesting a decline due to the higher minimum wage. Com- 
parable data are not available for January, 1957, because of a change in the 
Unemployment Compensation law to cover establishments with 4 or more 
workers as of January 1, 1956. (Data for 1956 were compiled on both bases, 
however. ) 

Another set of data for testing the hypothesis that low wage counties were 
more adversely affected than high wage counties by the $1 minimum consists 
of changes in unemployment compensation payments. The coverage of this 
law is broader than that of the national minimum wage law but changes in 
employment in manufacturing, mining, and wholesaling (covered by the mini- 


These 13 counties are: Baker, Collier, Dixie, Franklin, Hardee, Holmes, Indian River, 
Jackson, Lafayette, Levy, Liberty, Walton, and Washington. Data are from Florida Em- 
ployment and Pay Rolls Covered by the Unemployment Compensation Law, Vol. II-IX, 
1950-1956. 








$$ $e 
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mum wage law) should be an important factor in changes in unemployment 
compensation payments. Agricultural, government, railroad, domestic, and 
self-employed workers were omitted from coverage under both laws in 1956. 
Retail and service employees are the main group covered by the Florida 
unemployment compensation law but not by the national minimum wage law. 

Table 5 summarizes the changes in “weeks of unemployment compensation 
paid” in the 23 “low wage” counties as defined earlier, in the 24 “high wage” 
counties, and in 15 counties excluded from these groups. (Separate data are 
not available for 5 counties which had so little covered employment that 
tabulations might disclose individual firm information.) The data show a 
sharp increase in unemployment compensation payments in the low wage 
county group both from January to April, 1956, and from January, 1956 to 


TABLE 4 


MANUFACTURING EMPLOYMENT IN 13 ADDITIONAL COUNTIES 








No. oF WoRKERS 



































YEAR 

January February March April 
1950. . 3,099 3,187 3,068 3,033 
1051... 3,081 3,443 3,448 3,258 
1952... 3,081 3,208 3,228 3,150 
1953... : 3,319 3,370 3,408 3,113 
1954. 2,828 2,959 2,876 2,819 
1955.... 2,960 3,014 3,147 2,963 
1956... 3,301 3,258 3,065 3,052 
Average, 1950-55 .. 3,061 3,197 3,196 3,056 

Index Numbers of Employment (January = 100) 
Average, 1950-55...... 100 104 104 100 
a Siate 100 99 93 93 
TABLE 5 


COMPARISON OF PERCENTAGE CHANGES IN WEEKS OF UNEMPLOYMENT 
COMPENSATION PAID IN FLORIDA COUNTY GROUPS 











Counties 

Low-Wage High-Wage Not in 

Counties Counties Sample 

January-April, 1956.............. +67 .8 —19.9 —24.9 
January, 1956—January, 1957... .. +68 .5 — 3.5 +49.3 














Source: Computed from special tabulation furnished by the Florida Industrial Commission. 
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January, 1957. Declines occurred in the high wage counties. For the lightly- 
industrialized 15 county group there was a decrease in unemployment com- 
pensation payments from January to April, 1956, and an increase for the 
longer period. The data as a whole suggest a more serious long run effect of 
the $1 minimum on the counties outside the high wage group than did the 
previous analysis in terms of man-hours of employment afforded in manu- 
facturing. 

Some additional evidence of long period economic decline in a number of 
counties of Florida may be found in population changes over the decade of 


TABLE 6 


POPULATION DECLINES IN FLORIDA 
COUNTIES, 1950-60 














YEAR 
County 
1950 1960 
Calhoun 7,922 7,365 
Gilchrist. 3,499 2,874 
Hamilton 8,981 7,692 
Holmes. . 13,988 10,760 
Jefferson. 10,413 9,483 
Lafayette 3,440 2,835 
Levy.... 10,637 10,286 
Liberty... 3,182 3,048 
Madison. . 14,197 14,099 
Suwannee. 16,986 14,855 
Union. . 8,906 6,779 
Wakulla. . 5,258 5,232 
Washington 11,888 11,208 











Source: U.S. Department of Commerce, Preliminary Re- 
lease, June 20, 1960. 


the 1950’s. These suggest a lack of employment opportunities. Table 6 shows 
population changes in all of the counties of Florida which lost population 
from 1950 to 1960, according to presently available data. All thirteen of these 
counties are either in the “low wage” group as used in this study or in the 
lightly industrialized group not covered by the matched sample. The previous 
analysis suggests that the $1 minimum wage was in part responsible for the 
lack of employment opportunities which caused an out-migration of popula- 
tion from these counties in the face of an increase of over 2 million people 
for the State as a whole during the same decade. A number of counties out- 
side the “high wage” group were among those that grew rapidly, of course, 
particularly those which are well located to attract retired people, those which 
are stimulated by the tremendous growth of Brevard County due to the gov- 
ernment missile testing facilities, and those which are in the rapidly develop- 
ing chemical belt of extreme Northwest Florida. 
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III. Summary 


Principal emphasis in previous studies of the national minimum wage has 
been given to the employment impact on low wage firms within given indus- 
tries. Differences in regional effects, which loom large from a political point 
of view, have received less notice. The study described in the present paper 
is on a narrow regional basis, dealing with the unlike effects of the $1 mini- 
mum on the relatively high wage and low wage counties of Florida. The type 
of data used should be available for all counties in the United States, and 
it appears probable that further studies along this line would reveal signifi- 
cant variations in minimum wage effects not only between regions but within 
each of the states. 

The competitive model implies that within a given state the relatively low 
wage counties will be affected more adversely than the high wage counties by 
an increase in the national minimum wage. Changes in employment and un- 
employment compensation payments in “high impact” and “low impact” 
counties tend to support the prediction. Not only was employment in the low 
wage counties as a group more adversely affected by the change in the national 
law but the greater the induced increase in the average wage rate the greater 
was the employment decline, Population declines in thirteen counties during 
a decade of tremendous growth for the State as a whole are compatible with 
the implication that the less developed areas will be further retarded, and 
inconsistent with the frequently advanced idea that such areas will be aided 
economically by the stimulus given to purchasing power by a higher minimum 
wage. The authority wielded by the national government in setting uniform 
minimum wages throughout the country works at cross purposes with attempts 
at the State level to stimulate economic activity in the relatively underde- 
veloped counties. 











GOVERNMENT REGULATION AND UNION 
POWER: A CASE STUDY OF THE 
BOSTON TRANSIT INDUSTRY* 
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Prom economists seem to be more divided than ever on the question 
of whether the impact of unionization on relative wages’ is strong or weak. 
However, the protagonists seem to agree that, whatever the union impact is, 
it may be helped along by government regulation of business and the economy 
as well as of unions. The clearest statement of this position is by H. Gregg 
Lewis: 

But the rules of the game in this country are not neutral toward private labor 
monopoly. In various ways state and federal statutes give monopoly power to private 
combinations and protect them from forces that otherwise would tend to destroy 
their power. 


In the same vein, Charles E. Lindblom writes:* 


But of the various external sources of union strength none compares with govern- 
ment. The success of unionism is bound up with a vast number of policies: those 
which restrain or interfere with the rigor of competition, those which directly regulate 
or protect unions. ... 


And Milton Friedman states:* 


It is no accident that strong unions are found in railways, along with federal regula- 
tion. Again, union actions involving actual or potential physical violence or coercion 
. could hardly take place were it not for the unspoken acquiescence of the au- 
thorities. Thus, whether directly in the form of specific laws giving power to union 


* Part of the research for this article was completed while the author held a Ford Founda- 
tion Faculty Fellowship at Yale University in the summer of 1958. The author wishes to 
acknowledge the helpful comments of Charles E. Lindblom of Yale University and of 
John E. Maher of Wesleyan University. 


*I define relative wages as union relative to nonunion wages or, more accurately, wages 
paid when unionism is present relative to wages that would have been paid in the absence 
of unionism for a given firm or industry. 


* The Labor Monopoly Problem: A Positive Program, 59 J. Pol. Econ. 277 (1951). 

* Unions and Capitalism 134 (1949). 

*Some Comments on the Significance of Labor Unions for Economic Policy, in The Im- 
pact of the Union 214 (David McCord Wright, ed., 1951). 


118 








GOVERNMENT REGULATION AND UNION POWER 119 


groups or indirectly in the form of the atmosphere and attitude of law enforcement, 
direct control over union wage rates is closely connected to the degree of political 
assistance unions can command. 


Since the end of World War II, actual or impending strikes, particularly 
in steel and coal, have caused the federal government to assume greater re- 
sponsibility for dispute settlement. The publicity attending federal interven- 
tion has created in the public mind the view that union power is synonomous 
with industry-wide bargaining and “big, CIO-type” unionism. Also commonly 
held is the view that federal intervention has helped unions obtain more 
favorable terms than they would have otherwise. Evidence on the relationship 
between federal intervention and union power is scanty but I have been led to 
believe by what there is that the power of “big” unionism over relative wages, 
with or without the aid of the federal government, has been exaggerated. 

In my view, a more pervasive type of union power is exerted by “small, 
AFL-type” bargaining units assisted by local and state governments. In a 
local market, government action which has the effect of protecting union 
power is not so likely to come under the same kind of public scrutiny that 
occurs when the federal government is involved. Individual cases of local 
union power, insignificant in themselves, when multiplied by similar cases 
throughout the economy, may however have serious implications for resource 
allocation and income distribution. 

This paper presents a case study of union power in a local market. I intend 
to show that the source of this power was and still is, in large part, a legis- 
lative act providing for a change in local government regulatory procedures. 
Although, in my view, the union has been a major beneficiary of this legisla- 
tion, it is worth-while noting that the purpose of the legislation had nothing 
to do with unionism and, to my knowledge, the union took no position on its 
passage. 

The industry concerned is transit; the city is Boston; and the employees 
are members of the Amalgamated Association of Street, Electric Railway and 
Motor Coach Employees of America. The regulatory procedures in question 
consist of a cost-of-service franchise combined with a procedure for assessing 
operating deficits on taxpayers. This form of state regulation was originally 
incorporated in the public Control Act of 1918, and has been continued to 
date in amendments to the 1918 Act and in new legislation. 

Section I describes the events leading up to the adoption of the Public Con- 
trol Act by the Massachusetts legislature and outlines the pertinent provisions 
of the Act. Section II develops predictions for short and long run union power 
in the Boston transit industry based on Marshall’s theory of joint demand. 
Section III presents evidence showing that the Boston Carmen’s Union has 
been an effective union over time. Section IV discusses arbitration as a source 
of union power and Section V summarizes the argument. 
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I. THE Pustic Controt Act or 1918 


The Boston Elevated Railway Company was chartered by the Massachu- 
setts legislature in 1894 for the purpose of providing mass transportation for 
Boston and its suburbs. Among the obligations assumed by the company 
under the charter were (1) the continuation for 25 years of a fare not to 
exceed five cents per ride, (2) the erection and operation at its own expense 
of a system of elevated and subway structures, and the rental and mainte- 
nance of such structures as might be built by the cities it served, and (3) a 
policy of free transfers for a trip in one general direction. The company, in 
accepting these provisions, reflected the optimism of the period as to the pros- 
pects for street railway development. 

However, these provisions hastened the financial collapse of the Elevated 
and produced public operation within 25 years of the charter date. The most 
burdensome charter obligation was the fixed five cent fare. For a few years 
after the charter was accepted by the company, operating costs dropped and 
profits were made; however, beginning in 1900, prices commenced a twenty- 
year rise. Between 1900 and the institution of public control in 1918, the 
costs of street railway operation in Boston doubled: material costs increased 
by 80 per cent and labor costs increased by 120 per cent.® 

The larger rise in labor costs may have been due to the unionization of 
the Elevated in 1913 (see Table 1). In that year, after a lengthy strike fol- 
lowed by almost a year of arbitration, a local (Division 589) of the Amalga- 
mated was recognized as the bargaining agent for all operating and some non- 
operating employees. 

In 1897 the Elevated ran a surplus of $214,077; the first deficit was posted 
in 1912 and the deficit jor 1918 was $3,644,341. The dividend rate on Ele- 
vated stock dropped from 6 per cent in 1913 to 3.5 per cent in 1917, and 
the price of Elevated common stock fell from $134 per share in 1912 to $79 
in 1917. The threat to service caused by the continuing deficits of the com- 
pany resulted in six legislative and commission investigations beginning in 
1913 and ending in July 1918 with the passage of the Public Control Act. 

The provisions of the Public Control Act reflected the desire of the Massa- 
chusetts legislature to maintain a high quality of transit service. The Act 
transferred the power of management to a public board of trustees and gave 
this board two significant powers that had not been available to private man- 
agement: the power to raise fares above five cents when necessary to meet 
the cost-of-service (Section 6) and the power, via the state, to tax the com- 
munity should deficits arise (Section 14): 


SecTION 6. The trustees shall . . . fix such rates of fare as will reasonably insure 
sufficient income to meet the cost of service, which shall include operating expenses, 


° Eighty per cent of the increase in costs took place between 1912 and 1918; for a detailed 
analysis of this period, see E. S. Mason, The Street Railway in Massachusetts 3-17 (1932). 
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taxes, rentals, interest on all indebtedness, . . . dividends on the common stock of 
the company. ... 


Sec. 14. In case the commonwealth shall be called upon to pay to the trustees or 
the company any amount [to meet deficits], such amount with interest . . . shall be 
assessed upon the cities and towns in which the company operates by an addition 
to the state tax next thereafter assessed in proportion to the number of persons in 
said cities and towns using the service of the company. . . . 


The public trustees, in conformance with Section 6, raised fares in August 
1918 to 7 cents. Even though revenues increased, the price elasticity of de- 
mand for transit service, although inelastic, was larger than expected and the 
trustees were obliged to raise the fare to 8 cents in December 1918 and to 
10 cents in July 1919. Since a 10 cent fare represented a political as well 
as an economic maximum (it was not raised again until 1949) and since the 
revenue produced was not sufficient to offset the increased costs of operation, 
the trustees were forced to invoke Section 14 and to assess the communities 
served by the Elevated for the amount of the deficit. 

The Public Control Act was amended in 1931 and the authority to raise 
fares was transferred from the trustees to a council consisting of the mayor 
or a selectman from each of the towns and cities served by the Elevated. In 
the event of a deficit, the public trustees were allowed to suggest changes 
in the fare structure but the council was to determine whether the deficits 
were to be eliminated by a fare increase or by an assessment upon the tax- 
payers. The substitution of political for public authority made it more certain 
that deficits would be paid by taxpayers.® 

In 1947, the assets of the Boston Elevated Railway Company were pur- 
chased by the Metropolitan Transit Authority, an agency of the Com- 
monwealth of Massachusetts. With minor changes, the cost-of-service and 
assessment features of the original act were retained. 

From July 1, 1918, when the public trustees assumed control of the oper- 
ation of the Boston Elevated, to the end of 1919, the operating deficit 
amounted to almost 5 million dollars of which 4 millions were assessed against 
the taxpayers of the 14 cities and towns served by the Elevated. The addi- 
tional 1 million was obtained from a reserve fund of that amount, which was 
set up under the 1918 Act and financed by the sale of preferred stock by the 
company. The 1919 assessment upon the community was the only one during 
the decade following, for the Elevated ran an operating surplus in every 
year except 1924 and 1926. But, beginning in 1930, the depression together 
with increased automobile competition forced continual operating deficits 

*Warren H. Deem writes: “Notwithstanding recurring deficits during the depression 
decade, the council members were understandably reticent in risking their political lives 
by shifting the total cost of service to car riders through fare increases. In preference they 
followed the more expedient policy of passing the deficits along to the taxpayers of the 


district.” The Problem of Boston’s Metropolitan Transit Authority 12 (Harvard Univer- 
sity, Bureau of Research in Municipal Government, 1953). 
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upon the company; in fact, between 1930 and 1958, only two operating 
surpluses were achieved and those were in the war years. Since 1930, the 
communities served by the Elevated have been assessed on 25 occasions to 
meet company deficits; the total amount of these assessments has been in 
excess of 120 million dollars. Furthermore, in recent years the deficit has 
become larger; in 1958, the company posted a record deficit of almost 16 
million dollars. Despite the operating deficits and the assessments upon the 
community, fares have been increased only twice since 1919: 5 cents in 1949 
and 5 cents in 1954, bringing the present fare to 20 cents per ride. 

What is present in the Boston transit industry, although an extreme case, 
appears to be an example of a tendency to be found in much legislation; 
that is, the tendency to put employers in a position to pass costs on to some 
group not represented in the bargaining. This situation seems to characterize 
union labor in transportation, in public utilities and in other industries regu- 
lated by government; and in “import” and other industries protected by 
government. As indicated earlier however, it is probable that union power 
in these circumstances is greater when the impact of government control is 
at local rather than national levels. 


II. PREDICTIONS OF UNION POWER 


The power of a union is largely dependent on the inelasticity of demand 
for unionized services. The more inelastic the demand is, the more successful 
a union will be in pushing wages above competitive levels without suffering 
the consequences of large decreases in the employment of its members. Mar- 
shall’s theory of joint demand has been a useful tool in predicting the 
presence of union power in particular firms or industries. He stated that the 
demand for a factor of production would be more inelastic: (1) the more 
essential the factor, (2) the more inelastic the demand for the product, (3) 
the smaller the fraction of total costs accounted for by the factor and (4) 
the more inelastic the supply of cooperating factors of production.? 

Friedman has observed that “the most significant of these items [ Marshall’s 
conditions} for the analysis of unions are the essentiality of the factor and 
the percentage of total costs accounted for by the factor.”* It follows then, 
and Friedman among others have so argued, that craft unions whose juris- 
dictions include highly-skilled labor, accounting for a small fraction of the 
total costs of the product, will be more effective in raising wages than indus- 
trial unions. But predictions of union power based on essentiality and the 
small costs of the factor in question are not applicable to the transit industry. 
Unionized transit employees are semiskilled at most (see footnote 21) and 


* A. Marshall, Principles of Economics 385-6 (8th ed. 1920). 


*Some Comments on the Significance of Labor Unions for Economic Policy, op. cit. 
supra n. 4 at 207. 
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union labor costs are a sizeable fraction of total costs. In Boston, operating 
wages were 47 per cent of total costs in 1915 and 65 per cent in 1950.° 

In transit, it is probable that whatever union control there is over wages 
is achieved by way of the second of Marshall’s conditions—the inelasticity 
in the demand for the product. In Boston and elsewhere, transit firms are 
required to petition public agencies for permission to raise fares. Cost in- 
creases are strong prima facie evidence for approving fare increases; and 
when cost-of-service franchises are in operation, like that outlined in Section 
6 of the Public Control Act, a fare increase in response to a cost increase is 
automatic. Thus, if the demand for transit service is inelastic, an aggressive 
union may be able to push upwards on wages with the expectation that the 
firm will be allowed to raise fares sufficiently to cover the increased costs. 

What is the price elasticity of demand for transit service? Vickrey has 
studied elasticity in the New York City rapid transit system in 1948, when 
fares were raised from 5 to 10 cents per ride. His elasticity estimates were 
classified according to types of traffic and the times in which rides were 
taken. In all 66 situations for which he prepared estimates, the demand for 
rapid transit service was inelastic, ranging from — 0.7 on the local, non-rush 
hour day ride to — 0.1 on the long rides during rush hours.’° What might 
be called a typical ride, i.e., from an outlying borough to Manhattan at mid- 
day, showed an elasticity of —0.4. 

One would expect a higher-valued price elasticity for transit service in 
Boston than in New York City. In Boston, the average ride is probably 
shorter and a larger fraction of the service is provided by slower surface 
transportation. Also I suspect that the City of Boston provides larger sub- 
sidies to intracity automobile transportation.’' Thus, despite the absence of 
elasticity data for Boston, one could probably conclude that the demand for 
transit service in Boston is inelastic at the present fare of 20 cents per ride, 
but that the figure is not very much less than unity. A price elasticity ap- 
proximating unity would not accommodate the wage-push of an aggressive 
union unless there were present conditions that would allow the union to cir- 
cumscribe market forces. 

For the prediction of long run union power, however, it is not the value 


* Operating wages understate union labor costs in 1950 because transit employees received 
large non-wage benefits. 


*W. S. Vickrey, The Revision of the Rapid Transit Fare Structure of the City of New 
York 83 (Technical Monograph No. 3, Finance Project, Mayor’s Committee on Manage- 
ment Survey of the City of New York, February, 1952). 


“ The fines for illegal parking in downtown Boston are a good indicator of the extent to 
which the city subsidizes automobile transportation. A culpable motorist pays a fine of 
$1.00 for the first offense, $2.00 for each of the next 4 offenses, $3.00 for the next ten offenses, 
and on the sixteenth and all subsequent offenses, he pays a fine of $5.00. Furthermore, on 
January first of each year, the slate is wiped clean and each motorist begins anew. Compare 
this schedule of fines with a fine of $15.00 for a first offense in Manhattan. 
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of the price elasticity at a particular time that is important, but rather how 
this figure has varied over time. A crude estimate of the price ~lasticity de- 
rived from the increased fares by the Boston Elevated from 5 to 7 cents per 
ride in August 1918 came to — 0.4. Thus in this early period, a .nion would 
have been able to exert some influence on the wage rate but, with the increase 
in fare to 20 cents and the greater and greater intrusion of the automobile 
as a competitor for the intracity transportation of people, the price elasticity 
of demand for transit service surely increased and union power would have 
necessarily declined. The reaction of the trustees of the MTA to the fare 
increase in 1949 indicates their concern with the rising elasticity of demand 
for transit service. Surveying the large loss in patronage incurred after the 
fare increase, the trustees concluded that “the law of diminishing returns 
has begun to operate in the matter of rates of fares which can be charged” 
and further that “it is inadvisable to increase fares.” 

Thus, although one could conclude that the Boston Carmen’s Union had 
considerable short run power over wages and that this power was helped along 
by the cost-of-service franchise in Section 6 of the Act, one could predict 
further that, over the long run and in the absence of further assistance from 
the government, the power of the Carmen’s Union would have diminished 
as the elasticity of demand for transit service and thus the elasticity of de- 
mand for unionized transit labor increased. But, as we have seen, the way 
was opened for the Carmen’s Union to escape the need to come to terms with 
the market since the deficit-assessment provision in Section 14 of the Act 
allowed increased wage costs to be financed by taxpayers. 


III. THe EFFrect OF THE BostoN CARMEN’s UNION ON WAGES 


Labor economists generally agree that unions achieve their largest gains 
during the early stages of unionization and thereafter union power diminishes 
so that over time movements in union wages are not very different from 
movements in nonunion wages.!* In some industries, union and nonunion firms 
show no significant difference in wages and presumably the union firms have 
not been able to retain their initial gains.’* In testing the “new union” hy- 
pothesis in the Boston transit industry, I am handicapped by the fact that 
the Boston Elevated was organized in 1913 and therefore a part of the period 
following unionization coincides with the wage stabilization program of World 
War I. Despite the levelling effect on wages caused by two years of wage 
controls, there is a period before and after the War in which union power in 
the newly organized Boston Elevated could have exerted itself. The data that 


See P. H. Douglas, Real Wages in the United States, 1890-1926, 562 (1930). 


See, for example, Maher, Union, Nonunion Wage Differentials, 46 Am. Econ. Rev. 352 
(1956). 
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have come my way‘ are union contract wage rates of Elevated trolley oper- 
ators and of all other unionized occupations in Boston for the years 1914-20. 

In comparing the percentage changes in wage rates (1914-20) between 
Elevated operators and the base series of unionized occupations, it is im- 
portant that the 1914 wage rates be of roughly the same magnitude.'® I have 
therefore excluded from the base series three high-wage industry groups: 
building trades, stonework and quarrying, and printing and publishing. The 
wage rates of the remaining unionized occupations and the wage rates of 


TABLE 1 


COMPARISON OF WAGE RATES BETWEEN BOSTON ELEVATED CARMEN AND 
SELECTED UNIONIZED OCCUPATIONS IN BOSTON, 1914-20 




















NUMBER MAXIMUM 
. OF Hourty WacE RATES PERCENTAGE 
GROUPS OF 
Scien Occupa- __| INCREASE, 
TIONS 1914-20 
1914 1920 
Bookbinding 16 $0 .372 $0 .625 68.2 
Bottlers and drivers 6 0.319 0.670 110.3 
Brewery workmen... 15 0.372 0.689 85.2 
Garment trades. . 6 0.443 0.939 111.8 
Metals and machinery. 11 0.384 0.846 120.6 
Municipal employment 17 0.393 0.612 56.0 
Teaming. . she : 51 0.262 0.515 96.1 
Woodworking and upholster- 

Ree “i sisi 16 0.352 0.632 79.7 
Other trades and occupations 27 0.361 0.714 97.9 
All occupations 165 0.326 0.624 91.5 
Boston Elevated motormen 

and conductors : 2 0.3125 0.700 124.0 

















Sources: State of Massachusetts, Department of Labor and Industries, Massachusetts Indus 
trial Rev. 13 (July 1920); and Boston Elevated Railway Company, Annual Reports, 1915 and 1921. 


Elevated operators are presented in Table 1. Note that the average wage of 
the Elevated employees in 1914 is only one cent less than the average wage 
of 165 other unionized occupations. The average increase in maximum wage 
rates for the base group was 91.5 per cent while the increase for Elevated 
carmen was 124.0 per cent. These results suggest that the “new union” hy- 


* Among state agencies it is probable that the Massachusetts Department of Labor and 
Industries is above the average in the amount and quality of data collected. A Census of 
Manufactures has been taken in Massachusetts annualy since 1886. Nevertheless, for the 
City of Boston, the only wage series published prior to 1938 has been annual earnings in 
manufacturing industries. This series was not adequate for my purposes, therefore in this 
study, I have depended primarily on data gathered from occasional state publications and 
from the personnel records of the company. 


*In order to avoid measurement bias in making comparisons, it is necessary to compute 


percentage changes from approximately the same base. See Ross, The Influence of Unionism 
Upon Earnings, 62 Q. J. Econ. 267-71 (1948). 
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pothesis is supported and that the Boston Carmen’s Union was effective in 
raising the wages of its members immediately following the unionization of 
the company. 

Union contract ‘rates, however, are poor measures of union effect because 
they often do not represent wages actually paid. In the absence of earnings 
data, I have chosen to present much of the remainder of the analysis in terms 
of labor turnover, as measured by voluntary quit rates. One would expect 
over time a crude correlation between changes in the voluntary quit rate of 
Elevated operators and changes in their income relative to income in alterna- 
tive occupations so that a higher turnover rate in the Elevated would indicate 
lower wages and a lower turnover would indicate higher wages. 

Table 2 shows the voluntary quit rates of operating employees in the 


TABLE 2 


VOLUNTARY QUIT RATES OF MOTORMEN AND CONDUCTORS, BOSTON 
ELEVATED RAILWAY COMPANY, 1904-33 



































Peer Av ER od Apjustep Quit RATEs 
tiie puss Mowraty Quit =. 
| Quer Razs RATE IN MAn- | 
UFACTURING 1910-11 = 100) 1913-15 =100 
1904 : 20.0 n.a. 
1905. . 23.9 n.a. 
1906 32.6 n.a. 
1907 24.2 n.a. | 
1908 | 13.2 n.a. 
1909. 26.8 n.a. 
1910. 27.3 5.1 100 309 
1911 25.0 5.3 100 273 
1912. } 66.1 5.8 226 659 
1913 11.7 8.8 27 100 
1914. 7.0 3.3 42 100 
1915. | 4.9 2.8 35 100 
1916. 7.4 n.a. 
1917 16.4 12.0 27 79 
1918. | 33.0 12.0 55 201 
1919 6.6 5.8 23 66 
1920 | 2.7 8.4 6 19 
1921 1.2 2.2 11 32 
1922 | 1.6 4.3 7 21 
1923. 1.9 6.2 6 18 
1924. 1.2 2.7 9 25 
1925 } 0.8 2.3 5 15 
1926. | 1.1 2.9 8 22 
1927 | 0.5 2.1 5 14 
1928. | 0.3 aon 3 8 
1929 0.5 Be 4 11 
1930. 0.4 1.6 5 15 
1931 | 0.1 0.9 2 6 
1932.. | 0.1 0.7 3 8 
1933 | 0.1 0.9 2 6 
Sources: Boston Elevated Railway Company and Division 589 of the Amalgamated, 


Arbitration Proceedings, 1933; and Ross, A New Industrial Feudalism, 48 Am. Econ. Rev. 
907 n. 5 and 918 app. A (1958). 
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Elevated befween 1904 and 1933, at which date publication of these data 
end. I have divided the analysis into two periods: first, 1904-16, showing 
the changes in quit rates before and after the unionization of the Elevated 
(1913) and covering, at the same time, a period before public control was 
instituted; and second, 1914-33, showing the changes in quit rates before 
and after the Public Control Act (1918) and covering, at the same time, a 
period in which the Elevated was unionized." 

The average annual quit rate before unionization (1904-11) was 24.1. The 
quit rate after unionization but before the passage of the Public Control Act 
(1913-16) dropped to 7.8. The sharp decrease in quit rates tends to sup- 
port the conclusion derived from the wage rate data above that a new union 
can be effective in raising the wages of its members. 

Comparing the period after the industry was unionized but before public 
control (1913-16) with the period after public control but before the depres- 
sion (1920-29), the voluntary quit rate dropped from 7.8 to 1.9 on the 
average. The quit rate for four depression years (1930-33) was 0.2. These 
data suggest that the union’s power to raise wages in the Elevated was in- 
creased substantially after the passage of the Public Control Act. 

One could argue, however, that the economy as a whole was experiencing 
a long term decrease in quit rates during the 1920’s. Ross, in a recent article," 
makes this point. Using Ross’s quit rate data for manufacturing as a deflator, 
I corrected the quit rates of Elevated operators and prepared two indexes: 
one index used the pre-union period, 1910-11, as a base; the other index 
used the pre public control period, 1913-15, as a base. The adjusted data 
show the same results as those previously determined: after unionization but 
before public control, quit rates in the Elevated dropped to about one-third 
of the pre-union average; after public control, quit rates dropped to about 
one-sixth of the pre-public control average. 

Table 3 compares quit rates in the Metropolitan Transit Authority’® in 
1951 with those in manufacturing in Boston and the United States, and also 
with two public utilities..° The much lower quit rate of operators in the MTA 
again suggests strong union power as late as 1951. The quit rate for MTA 
operators in 1956 was 2.2 which suggests that 1951 was not an atypical year 
for labor turnover. 


* I have excluded three years from the series: 1912, because the quit rate was abnormally 
high due to an organizational strike; 1917 and 1918, because quit rates were abnormally 
high due to the war. 


* Ross, A New Industrial Feudalism, 48 Am. Econ. Rev. 911 (1958). 


“In 1947, the Metropolitan Transit Authority, an agency of the Commonwealth of 
Massachusetts, purchased the entire assets of the Boston Elevated. 


* Telephone and telegraph were the only public utilities for which labor turnover data 
were supplied by the Bureau of Labor Statistics. A few manufacturing industries were 
omitted from the tabulation because they were not major industries in Boston. 
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Are there factors, other than higher wages, that would explain the lower 
rate of turnover in the Boston transit company? What about the fact that 
low turnover is characteristic of public utilities? As Table 3 indicates, the 
average quit rate in the telegraph and telephone industries was lower than 
that in manufacturing, but was still more than ten times higher than the 
quit rate in the MTA.” A pension plan might retard the movement of transit 


TABLE 3 


ANNUAL QUIT RATES, METROPOLITAN TRANSIT AUTHORITY, 
MAJOR MANUFACTURING INDUSTRIES, AND SELECTED 
PUBLIC UTILITIES, 1951 

















AveRAGE ANNUAL Quit RATE 
Per 100 EMPLOYEES 
INDUSTRY 
Boston United States 
Food. 33.3 32.6 
Chemicals 14.6 15.5 
Leather. 32.0 31.1 
Paper. 25.2 24.7 
Apparel 36.0 36.8 
Textiles 22.9 22.6 
Rubber. . 28.1 28.1 
Primary metals ; 25.9 26.2 
Machinery (except electrical) 27.0 26.9 
Electrical machinery. . . . 25.7 26.7 
Transportation equipment 33.6 34.9 
Instruments hanuwes 17.0 18.4 
Miscellaneous manufacturing . 31.9 30.2 
Telephone 20.4 
Telegraph. .. 15.2 
Metropolitan Transit Authority 
motormen and conductors 1.4 








Sources: U.S. Bureau of Labor Statistics, 72 Mon. Labor Rev. 222 (1951); 74 
Mon. Labor Rev. 91 (1952); and Massachusetts Transit Authority and Division 
589 of the Amalgamated, Arbitration Proceedings, 1952 


employees to other occupations. But the MTA’s first major pension plan, 
and the only one based on years of service, was not instituted until 1948; 
before that time the company and the union paid a small lump sum fee to 
pensioners. Is the occupation of transit operator so highly skilled and so 
specialized to the industry that movement to other occupations is checked? 
Specialization would impede movement only in the short run and the data 
show low turnover rates over time. Besides transit operators are recruited 


The only other transit company for which I could obtain quit rate data was the 
Chicago Transit Authority; their annual quit rate in 1951 was 28.3. 
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largely from unskilled occupations and their duties are quickly learned.” To 
be sure, quit rates also depend on the age distribution of employees, the state 
of company or industry expansion or contraction, and other factors as well 
as on relative wage differentials, but the magnitude of the differences in the 
quit rates in Tables 2 and 3 seems to support my view that there have been 
relative wage differentials in favor of the Boston transit company. 

For recent estimates of union power, more abundant data allow the re- 
sumption of wage comparisons. Table 4 compares the wage rates of MTA 











TABLE 4 
MAXIMUM WAGE RATES OF TRANSIT OPERATORS, BOSTON AND VICINITY, 1953 
Cc Ci Maximum Expiration Date 
— si Wage Rate of Contract 
Group I: 

Brush Hill and Warwick......... Malden $1.35 12/31/53 
Dedham-Needham Transportation Dedham 1.435 12/31/53 
Plymouth and Brockton... . Plymouth 1.33 6/30/53 
Rapid Transit...... : Saugus 1.655 4/30/53 
Service Bus Line... Revere 1.465 12/31/53 

Group I’: 
Boston, Worcester, and New York... . Boston 1.70 12/31/53 
Eastern Massachusetts......... Boston 1.70 6/30/53 
Middlesex and Boston. . Boston 1.70 12/31/53 
1.88 7/ 3/53 
Metropolitan Transit Authority. . Boston 1.90 8/31/53 
1.96 12/31/53 














Source: Metropolitan Transit Authority and Division 589 of the Amalgamated, Arbitration Proceedings, 1954. 


operators with the wage rates of intracity bus operators in cities and towns 
adjacent to Boston and intercity bus operators using Boston as the city of 
departure. I have placed the intra- and intercity companies into separate 
groups. Since wage rates are dependent on company and city size, the com- 
parison with operators in Group I companies overstates the advantage to 
MTA operators. The operators in Group II companies are more nearly com- 
parable since the companies are large and since they actually operate in 
Boston. In 1953, MTA operators received 31 per cent more per hour on the 
average, than operators in Group I companies and 12 per cent more per hour 


"Major Previous Occupations of Entering Operators, Metropolitan Transit Authority, 
1948 in Metropolitan Transit Authority and Division 589 of the Amalgamated, Arbitration 
Proceedings, 1948, 


Number of Number of 
Occupation Employees Occupation Employees 
Chauffeurs 7 Salesmen 22 
Clerks 53 Shippers 13 
Helpers 22 Taxi drivers 22 
Laborers 33 Truck drivers 43 
Store managers 12 Bus operators 
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than operators in Group II companies, using the August rate of $1.90 or 15 
per cent using the December rate of $1.96. 

The comparison of the wage rates of transit operators in the MTA with 
those in other transportation companies, presented in Table 4, exhausts the 
wage data for the transit operator classification in the Boston labor market. 
It is possible, however, to extend the wage comparison to other occupations 
by using the level of skill required of the occupation rather than the job de- 
scription. I have compared in Table 5 the earnings of MTA operators in 1953 
with the earnings of occupations (also in 1953) from which over 70 per cent 
of the applicants entering employment with the MTA as transit operators 


TABLE 5 
AVERAGE HOURLY EARNINGS OF TRANSIT OPERATORS 
AND SELECTED NON-MANUFACTURING 
OCCUPATIONS, BOSTON, 1953 


Average Hourly 


Occupation Earnings 
Laborers, material handling. $1.50 
Packers, shipping (men)... . 1.50 
Shipping and receiving clerks 1.64 


Truck drivers: 


Light (under 1.5 tons) 1.45 
Medium (1.5 to 4.0 tons) 1.60 
Heavy (over 4.0 tons)............... 1.82 
Heavy (over 4.0 tons—with trailer)....... 1.95 


Metropolitan Transit Authority transit oper- 
Se SNE OIE. 5s 5s. vic wv caneekeves 2.27* 


Sources: U.S. Bureau of Labor Statistics, Occupational Wage Survey 
March 1953, Bull. 1116-17; and Metropolitan Transit Authority and 
Division 589 of the Amalgamated, Arbitration Proceedings, 1954. 


* Computed by adding $0.37 per hour of average premium pay and 
pay for time not worked to one year base rate of $1.90 per hour. This fig- 
ure does not include $0.42 per hour paid for fringe benefits. 


were drawn (see footnote 21). The data show that an MTA operator, after 
one year of service, had average hourly earnings that were 16 per cent greater 
than the highest paid occupation in Table 5 (heavy truck driver—over 4.0 
tons, with trailer). Tables 4 and 5 do not contain estimates of the value of 
fringe benefits but it is probable that MTA operators were not deficient in 
this respect since, in 1953, they received on the average 42 cents per hour in 
non-earnings benefits. 

The kind of data presented thus far preclude a precise estimate of the long- 
run power of the Boston Carmen’s Union over relative wages. A crude estimate, 
however, will serve our purposes and this can be made with the data at hand. 
A summary indicates (1) an advantage in hourly wage rates of 12 per cent 
(or 15 per cent) in 1953 of MTA operators over unionized, intercity bus 
operators using Boston as a city of departure (Table 4), and (2) an advan- 
tage in average hourly earnings of 16 per cent in 1953 of MTA operators over 
the highest paid truck driver occupation in Boston (Table 5). Reverting to 
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the original definition of relative wages (footnote 1), i.e. union over non-union 
wages, it is clear that these estimates understate union power because the 
comparisons in both cases have been made against unionized occupations. 
Furthermore, in the comparison with intercity bus operators, union power is 
understated an additional 5 to 10 per cent because a differential of this 
amount has traditionally existed between intracity and intercity bus opera- 
tion. Thus, it seems that a conservative estimate of the Boston transit union’s 
power to raise the wages of its membership in the 1950’s has been on the order 
of 20 per cent. 

Another way of estimating the power of the Boston Carmen’s Union is to 
compare the wages of transit operators in Boston with the wages of operators 
in other cities. In Table 6 I have presented the maximum wage rates of one- 
man operators, which is the key job classification in the transit industry, for 
the 14 largest cities in the United States. Although I have attempted to keep 
city size and geographical region constant by choosing all cities over one mil- 
lion population (all of which happen to be in the non-South), it is possible 
that intercity differences in wages may be present that are due to city size or 
variables correlated with city size. On the assumption that whatever factors 
tend to affect the wages of transit operators in a given city also affect the 
wages, in the same way, of a much larger group of employees in the same city, 
I have deflated the maximum wage rates of transit operators by the annual 
earnings of employees in the wholesale trade industries** in each city. I have 
further indexed the deflated wage rates so that Boston is the base city. The 
deflated wage rates are also given in Table 6. Note that when the uncorrected 
wage rates are used, Boston transit operators rank fifth (tied); when the de- 
flated wage rates are used, Boston operators are tied for first. Obviously the 
evidence only shows that Boston is among the wage leaders in a completely 
unionized industry. Not even a crude estimate of the magnitude of union 
power in Boston can be made from these data because the wage differences 
between cities are not significant, the sample is small, and wage rates make 
up only two-thirds of the total income of an average transit operator. In 
January 1960, the total cost to the MTA of the services of a transit operator 
was $3.91 per hour, of which $2.33 (includes cost-of-living allowance) repre- 
sented direct wage costs. The remaining $1.38 was divided among 21 other 
provisions covering fringe benefits, payment for time not worked, and pre- 
mium payments. 

Some of the evidence presented in this section is perhaps more convincing 
than other evidence, but the bits and pieces seem to indicate that the Boston 
Carmen’s Union has been an effective union in that it has raised the wages of 
its members, perhaps, 20 per cent above what they would have been in the 


= To test the effectiveness of the wholesale trade deflator, I have run a regression of the 
wage rates of one-man transit operators, deflated by annual earnings in wholesale trade, 
against city size, and have found that there is no correlation between these variables. 
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union’s absence; and further, that the effectiveness of the union seems to be 
causally connected with the passage of the Public Control Act. 


IV. ARBITRATION AND UNION POWER 


The first constitution of the Amalgamated Association in 1892 stated that 
it was the union’s policy “to encourage the settlement of all disputes between 
employer and employee by arbitration.” The national leadership of the union 


TABLE 6 


WAGE RATES OF ONE-MAN TRANSIT OPERATORS IN CITIES 
OVER ONE MILLION POPULATION, 1959 











Deflated 
City Population* Maximum Wage Ratest 

(000’s) Wage Ratest (Boston 

= 100) 
New York. 12,831 $2.66 96 
Chicago... . 5,475 2.60 96 
Los Angeles 4,339 2.25 89 
Philadelphia 3,660 2.31 96 
Detroit... .. 2,973 2.37 83 
Boston. .. 2,354 2.51 100 
San Francisco... . 2,214 2.51 96 
Pittsburgh. . 2,205 2.54 100 
SO ae 1,675 2.32 94 
Washington, D.C... 1,457 2.45 100 
Cleveland . ‘ 1,453 2.32 85 
Baltimore 1,320 2.27 99 
Minneapolis. . 1,107 2.52 99 
Buffalo. . .. 1,085 2.3 92 














* Sources: Wage rates: post card poll of the companies and correspondence with 
the Amalgamated Association of Street, Electric Railway and Motor Coach Em- 
ployees asus deflator: U.S. Bureau of the Census, Census of Business: 1954. 
Wholesale Trade, Vol. IV. 


* U.S. Bureau of the Census, Seventeenth Census of the United States: 1950. 
Population, Vol. II. 

t Cost-of-living wage increases, paid by Boston and Chicago, have been in- 
cluded in the maximum wage rates. 


t Data in this column computed deflating the maximum wage rates of one- 
man transit operator in each city by the annual earnings in wholesale trade for that 
city. The resulting figures were indexed so that Boston would be the base city. 


has supported voluntary arbitration faithfully and has insisted that each local 
union be willing to submit disputes to the arbitration process. It is not surpris- 
ing, therefore, to find that the transit industry has had more agreements 
arbitrated than any other industry in the country: a total of almost 700 new 
contract arbitrations since 1900. 

The Boston local, following the policy established by the national officers, 
negotiated into their first contract a clause providing for the arbitration of 
disputes. This provision, as it appears in the latest contract between the 
parties, states that a board of arbitration may be constituted at the request 
of either party and the majority decision of the board is binding upon the 
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parties. Strikes and lockouts are outlawed during the arbitration, and there 
has neither been a strike nor a lockout on the Boston property since the organ- 
izational strike of 1912. 

One can foresee circumstances under which the combination of what, in 
effect, is compulsory arbitration and the assessment of operating deficits upon 
taxpayers may be used by the union as wedge for obtaining wage increases 
that the company would not grant voluntarily. Assume that the company dis- 
regards the fact that increases in wage costs are financed from tax monies and 
bargains to hold the line on wages, the union has the option of calling for an 
arbitration if it can predict more favorable treatment by a board of arbitra- 
tion. What the union really gambles on is that the arbitration board will be 
more impressed than the company bargainers by the fact that any wage in- 
crease granted will be ultimately paid by taxpayers rather than consumers or 
stockholders.*4 

The evidence indicates that the union has acted with foresight in this mat- 
ter. Since the Boston Elevated was organized, there have been 13 arbitrations 
covering 18 contract years. I have tried to find out whether arbitrated agree- 
ments have been more favorable to transit employees than non-arbitrated ones 
by comparing the wage changes under the two situations. The comparison 
was made using the average wage change in the transit industry as a bench- 
mark so that in each agreement, whether arbitrated or not, the amount of the 
difference between the wage change in the Boston transit company and the 
wage change in the industry could be measured.** This procedure helps to cor- 


*It has been suggested that the method of selecting the board of arbitration makes it 
likely that the decision of the board will be favorable to the Union. The contract states 
that “one arbitrator shall be chosen by the Authority, one by the Association, the two 
arbitrators . . . shall select a third.” Since the third or “neutral” arbitrator in effect makes 
the decision, both sides have a heavy stake in his selection. This procedure has the effect of 
extending the original conflict over to the selection of the neutral arbitrator. Company 
officials have argued that the pressure for getting the arbitration under way forces them to 
accept eventua!ly an arbitrator from the list presented by the Union. Since there have been 
a large number of arbitrations between the parties in recent years, the problem of agreeing 
on a neutral arbitrator who has some knowledge of the Boston operation and who has not 
antagonized either party by his decisior. in a previous arbitration is slight indeed. In order 
to prevent stalemates in the selection of arbitrators in the MTA and other companies 
similarly situated, the Massachusetts legislature, in the Acts of 1959, Ch. 546, provided a 
method for arbitrator selection under such circumstances as prevail in the Boston transit 
industry. Section 3 of the Act reads as follows: 

“If the arbitration agreement provides a method for the appointment of arbitrators, such 
method shall be followed. In the absence thereof, or if the agreed method fails or is unable 
to act and his successor has not been duly appointed, the Superior Court on application of 
a party shall appoint the arbitrator. ... An Arbitrator so appointed shall have all the powers 
of an arbitrator specifically named in the agreement.” 


“In 1951, the company and union adopted an escalator clause. The increases under this 
clause have not been included in wage changes under arbitration. To keep the comparison 
with industry wage changes on the same basis, I deflated the industry wage changes by the 
changes in the price level from 1951 to 1959. 
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rect for wage movements that would have occurred in the absence of arbitra- 
tion. I found that between 1913 and 1959, the arbitrated exceeded the non- 
arbitrated wage changes by 43 per cent in total or by greater than 2 per cent 
on the average for 18 contract years. This estimate suggests that part of the 
wage gains obtained by the Boston Carmen’s Union have taken place under 
arbitration. 

The important question for this paper, however, is not whether the arbitra- 
tion process has affected the wages of transit operators but whether these 
arbitrated wage gains would have occurred without the help of the regulatory 
provisions of the Public Control Act, particularly the tax assessment section. 
There is evidence to suggest that arbitration has had little effect on wages in 
the transit industry as a whole. Kuhn, in a careful, detailed study, covering 
30 years of arbitration in the industry, concluded:*° 


. .. it may apparently be anticipated that a given wage decision selected at random 
in a given year will be higher if arbitrated than if not. On the other hand, there 
are no grounds to anticipate that the long-run wage level of individual firms will 
be higher, on the average, if they arbitrate regularly than if they do not. Nor is there 
any reason to believe that the average wage level of the industry has been raised 
as a result of arbitration. 


In view of Kuhn’s finding that arbitration has not typically raised wages in 
the transit industry, only one conclusion seems possible: that unionized transit 
employees in Boston have been the beneficiaries, by way of the arbitration 
process but not because of it, of Section 14 of the Public Control Act, i.e. the 
assessment of transit deficits upon the cities and towns served by the Boston 
Elevated and its successor, the Metropolitan Transit Authority. 


V. SUMMARY 


In this case study, I have tried to find support for the view that unions are 
more likely to be effective in raising wages when government regulation is 
present than when it is not, for regulation may allow wage increases to be 
passed on to unsuspecting third parties. It is agreed that the Boston Carmen’s 
Union had the best of all possible worlds. In an industry protected by fran- 
chise, the Public Control Act provided that wage increases, in the first in- 
stance, could be passed on to transit riders in the form of higher fares (Section 
6); and, secondly, the Act allowed these fare increases, at the discretion of 
private and then, in 1931, political authority to be remitted in favor of tax 
assessments (Section 14). 

Published data for this study have been lacking for the most part and there- 
fore the evidence presented has been pieced together from private as well as 
public sources. Nevertheless, it is probable that the following conclusions 
would not be rejected by further data if they were, in fact, available: first, 


*® A. Kuhn, Arbitration in Transit 160 (1952). 
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despite the increasing elasticity of demand for transit service, the Boston 
Carmen’s Union has been an effective union for over 40 years; and second, 
arbitration, which has a central role in collective bargaining in the transit 
industry, seems not to have exerted an independent effect on raising the wages 
of Boston transit operators. Thus, it seems that regulation, particularly Sec- 
tion 14 of the Public Control Act, has been of assistance to the Carmen’s 
Union in maintaining its power to increase wages over such a long period 
of time. - 

Finally, a comment on the union’s attitude towards public control. The 
union took no position on the Public Control Act when it was passed in 1918; 
however, in 1929, when hearings were opened for the purpose of revising the 
Act, they adopted a more positive position. At the convention of the Massa- 
chusetts Federation of Labor in 1930, the Boston Carmen’s Union proposed 
and the convention supported a resolution in favor of the extension of public 
control. In the legislature in that year, the Federation filed a bill providing 
for the continuation of the Act. The attorney for the union and the president 
of the federation testified in favor of its passage. The union, by 1929, must 
have become aware of the favorable features of the Act from their point of 
view, because their action was contrary to the position of the international 
leadership on the question of government interference with the transit 
industry. 











ENGLISH LAW AND AMERICAN LAW ON 
MONOPOLIES AND RESTRAINTS 
OF TRADE 


RICHARD C. BERNHARD 
University of California, Riverside, California 


‘te Restrictive Trade Practices Act of 19561 has been on the statute 
books long enough for the adjudication of a number of significant cases under 
that act, and the first volume of Reports on those cases has now appeared. 
These proceedings indicate the way in which the law of Great Britain is to be 
applied, and provide a basis for judging that act as a legal tool of an eco- 
nomic policy. A comparison between the British and the American law dealing 
with monopolistic conditions and with restraints of trade is, therefore, war- 
ranted at this time. The economic postulates underlying the law of each 
country, the scope of the law, and the particular legal instruments of enforc- 
ing the declared policy should all be compared. (What is meant by the law 
in this connection is, of course, not merely the bare statutes but rather the 
meaning or interpretation—the specific applications—which courts give to 
the existing legal doctrines and statutes. The law on this matter we shall 
define, following Holmes, as the conduct that the courts will probably compel 
one to follow.) 

A comparison of the scope and application of legal rules will be easier if 
the development of the law in England and in the United States is sketched 
briefly. The ancient common law doctrines against restraints of trade were 
largely dormant in Great Britain after the decision of the House of Lords in 
December 1891 on the famous Mogul Steamship Company case.” From that 
time on, blatantly monopolistic practices by firms in an industry were often 
sanctioned. Firms had the rights of collusive action that workingmen came to 
enjoy in their bargaining with employers. Only occasionally was there ex- 
pression by judges of the earlier opposition to collusive actions. These occa- 
sional protests were finally expressly discarded in 1937 by the House of Lords 
in Thorton v. Motor Trade Association.* The compulsory price maintenance 
agreement of the industry, at issue in this case, was held lawful and legally 
enforceable on the basis that, as Lord Wright said, “. . . the interest of the 
combination is to promote and protect the legitimate trade interests of the 


*4& 5 Eliz. 2, C.68. 


? Mogul Steampship Co. v. McGregor, Gow & Co., [1892] A.C. 25. This decision affirmed 
a decision of the Court of Appeal, 23 Q.B.D. 598 (1889). 


* [1937] A.C. 797. 
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respondent Association and its members and is not a combination wilfully 
to injure.”* Thus, the English law had a void on matters of monopolistic 
practices by members of a trade. It tolerated, or was unconcerned about, 
practices which would generally have been considered restraints of trade— 
so long as the actions were intended to advance the economic interests of 
the group and were not done simply out of malicious spite.> Economic may- 
hem was tolerated if it was motivated by avarice, but not if it was motivated 
by spite. 

The gap in the English law was filled, at least in part, with the passage 
of legislation in the years 1948 and 1956; the last legislation being the 
more significant enactment arising out of the earlier act. The 1948 law, 
the Monopolies and Restrictive Practices (Inquiry and Control) Act? is, as 
its preface says, “An Act to make provision for inquiry into the existence 
and effects of, and for dealing with mischiefs resulting from . . . any con- 
ditions of monopoly or restriction . . .” Its major accomplishment was in- 
quiry and information, as others have pointed out.® Its measures “for dealing 
with mischiefs” were not directly employed and were significantly modified 
by the Act of 1956. 

While English law, for well over half a century, tolerated collusion on 
the part of firms in an industry, the law in the United States was develop- 
ing a vast body of rules by court decision and by occasional additions to 
statute law, most of which followed the line of increasing vigilance over 
actions that smacked of collusion or monopoly power in the American market. 
The law dealing with monopolies and restraints of trade in interstate com- 
merce starts with a few general provisions of the Sherman Act of 1890. 
These are broad statements of policy, like constitutional enactments, as 
the Supreme Court has itself noted. The Sherman Antitrust Act was not 
formulated as a set of detailed prescriptions. The drafters believed that 
they were merely carrying over into national law the existing body of com- 
mon law doctrines regarding monopoly and restraints of trade found in the 
law of the various states.® The same rules that applied within the indi- 
vidual states should be applicable to interstate commerce. 


“Id. at 814. 

° For a summary of this doctrine, see the opinion of Lord Cave in Sorrell v. Smith, [1925] 
A.C. 700, 711-12; and the opinion of Viscount Simon in Crofter Hand Woven Harris 
Tweed Co. v. Veitch, [1942] A.C. 435. 

* The 1948 legislation was amended by a minor change enlarging the Commission in 1953, 
1 & 2 Eliz. 2, C. 51. 

711 & 12 Geo. 6, C. 66. 

"See: Jewkes, British Monopoly Policy 1944-56, 1 J. Law & Econ. 1 (1958) ; Dennison, 
The British Restrictive Trade Practices Act of 1956, 2 J. Law & Econ. 64 (1959). 

* See, for examples; Stanton v. Allen, 5 Denio (N.Y.) 434 (1848) ; Central Ohio Salt Co. 
v. Guthrie, 35 Ohio St. 666 (1880) ; Santa Clara Valley Mill & Lumber Co. v. Hayes, 76 Cal. 
387, 18 Pac. 391 (1888). 
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The recent English legislation is, in comparison with American legisla- 
tion, more specific, or more limited in its provisions. There is, of course, 
room for judicial interpretation, as in all law; but there is not the same 
scope for developing rules regarding broad, ill-defined conditions such as 
“monopoly” or a “lessening of competition.” Under the more general phrase- 
ology of the Sherman Act, it has been possible to develop the law to a 
great extent by interpretation. The English statute’s first major provision is 
that all agreements between different parties which in any way limit the 
freedom of the parties in the terms on which they may sell or buy, their 
freedom in the amount of sales or purchases they may make or in the 
amount or kinds of production they may undertake must be registered. 
Such agreements are declared against the public interest unless, on the basis 
of certain criteria specified in the act, they can be shown to be, on balance, in 
the public interest. The prima facie presumption against restrictive practices 
may be removed, and the restraints justified where one or more of the following 
circumstances are considered by the Restrictive Practices court of preponderant 
importance:'® first, if the collusion (the restrictive practice) is necessary to 
protect the consuming public against some injury, or if the restriction gives the 
public positive benefits;'! second, if the collusive dealings of the traders is 
necessary to counteract monopoly power held by others; third, if the restrictive 
activity is necessary to prevent serious unemployment in an industry or in an 
area; fourth, if the elimination of the collusion would cause an appreciable drop 
in exports. 

The English statute imposes on those special courts set up to pass on 


© In section 21 of the Act, these major justifications are given as follows: 
(a) that the restriction is reasonably necessary, having regard to the character of the 


goods to which it applies, to protect the public against injury . . . in connection 
with the consumption, installation or use of those goods; 
(b) that the removal of the restriction would deny to the public . . . other specific and 


substantial benefits or advantages . . . 

that the restriction is reasonably necessary to counteract measures taken by any 

one person not party to the agreement .. . restricting competition . . . 

(d) that the restriction is reasonably necessary to enable the persons party to the 

agreement to negotiate fair terms .. . from, any one person not party thereto who 

controls a preponderant part of the trade . . . 

that, having regard to the conditions actually obtaining or reasonably foreseen at 

the time of the application, the removal of the restriction would be likely to have 

a serious and persistent adverse effect on the general level of unemployment in an 

area, or in areas taken together, in which a substantial proportion of the trade 

or industry .. . is situated ; 

(f) that ... the removai of the restriction would be likely to cause a reduction in the 
volume or earnings of the export business which is substantial either in relation to 
the whole export business of the United Kingdom or in relation to the whole busi- 
ness .. . of the said trade or industry .. . 


(c 


~ 


(e 


~ 


"One might conjecture, after seeing the way the parties defended their restrictive prac- 
tices, that industry did not view the passage of this legislation with too much misgiving 
because businessmen thought they could justify their joint policies under this clause. 
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restrictive agreements the responsibility of weighing possible economic bene- 
fits from coordinated action of traders in a market over against the detri- 
ments to the country. (A judge presides over these special courts and 
determines matters of law, but lay members of the court outnumber judges 
co-opted from the regular courts of law.) The responsibility is to determine 
advantages and disadvantages to the nation, but the disadvantages are pre- 
sumed and require no specific proof or demonstration. The basis of the 
decision is public policy, a criterion that English judges have, in the past, 
often considered dangerously vague and liable to abuse. In judging the 
public interest, the 1948 legislation stipulates that among the factors to be 
considered are the best allocation of the country’s resources and the eco- 
nomic progress and development of the nation.’* This is a somewhat novel 
assignment for courts of law. 

The importance given to the various factors that the court must consider, 
or the way in which the factors are weighed, is of the greatest significance 
in the effect of the legislation on the economy. In the second major case 
before the Restrictive Practices Court, in re Yarn Spinners’ Agreement,'* 
this weighing was deftly handled; and it seems clear from this and subse- 
quent cases that the court is going to give a relatively heavy weight to the 
basic presumption against restrictive practices. In other words, it seems 
that the court is not going to let anything but fairly important consider- 
ations override the prima facie objection to such schemes. As the court 
weighed the factors in the cotton spinning industry, it declared that the 
industry’s scheme of price maintenance had: (1) no great or appreciable 
effect in raising prices to the public as consumers of cotton goods, (2) a 
significant effect in helping to maintain employment in that industry, (3) 
a beneficial effect in allowing some modernization expenditures, although 
the public derived no benefit from this technical improvement in the form 
of lower prices, (4) a detrimental effect on exports, and (5) a seriously 
detrimental effect on the national economy because, under the scheme, an 
incorrect allocation of productive resources was maintained. Too much labor 
and capital was kept in an industry that should contract. 

These were the findings of the court, findings that may cause some econo- 
mists to quibble; but here they must be taken as a court’s determination of 
those economic matters that the law says the court must weigh in reaching a 
decision. They are the court’s findings of fact. Taking all the factors together, 
the court declared the industry’s agreement against the public interest and 
therefore void. The consideration that seems to have been given the greatest 
weight, if one can judge from the words of the decision, was the misallocation 


“In Section 14 of the Act of 1948, the public interest was defined in terms of efficiency in 
production, technical progress and economic development, and in terms of the “fullest and 
best use” of resources. 


* L.R.1 R.P. 118 (1958). 
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of resources which the scheme fostered. This seems to have tipped the scales. 

The perspicacity with which the court considered the industry’s arguments, 
its avoidance of intricate, hypothetical economic analysis, and the deftness 
and subtlety with which it weighed the various factors commands the writer’s 
admiration. The decision is, however, essentially a lawyer’s decision. (At 
one point in the court’s proceedings, the presiding judge indulged in one 
of those casual British understatements when he remarked, “that the evi- 
dence of economists and accountants could be rather shorter than it has 
been.”** Economists may argue over specific findings, or over the logical 
consistency of the various facts. The court was not interested in formal 
economic logic. However, as the Act was applied in this case, it gives promise 
of being a deft instrument of administering an economic policy; and it makes 
one more aware than ever of the occasional arbitrariness of the per se doc- 
trine which condemns all collusion as such. And, after reading American 
cases, it seems strange to hear a court judging on the basis of the misallo- 
cation of a country’s productive resources. 

United States courts have also, on a few occasions, sanctioned restrictive 
agreements in situations where it seemed to the judges economically ad- 
visable, namely, in the case involving the technologically obsolete hand 
blown glass industry,’® and in the Appalachian Coals case.’* However, casu- 
istical arguments had to be used in each case to get around the fairly clear 
doctrine against all collective trade restrictions. (There is also the problem 
of the demarcation of that vague boundary between legitimate trade associ- 
ation activities and illegal collusion on price and production.) American 
courts have no explicit authority to weigh the economic benefits and injuries 
to the general public involved in any concerted control over the market. 
The law makes the economic presumption that that type of agreement is 
detrimental and therefore all such agreements are condemned irrespective of 
the merits that any particular agreement might have. To permit agreements, 
courts in the United States must, like Tom Sawyer, call the instrument by 
another name than what it would commonly be designated. 

The Yarn Spinners case is all the more significant in indicating the direc- 
tion of English law in that it concerned one of those industries for which 
there are extenuating circumstances. It is a contracting industry with excess 
capacity; but at the same time it needs modernization. Further, the industry 
has many older workers who, if thrown out of work, will find employment 
elsewhere only with the greatest difficulty. Nevertheless, the court declared 
the agreement contrary to the public interest. Subsequent decisions, with 
one exception, have been similar in tenor to the decision in the Yarn Spin- 


4 Id. at 117. 
* National Association of Window Glass Mfgs. v. United States, 263 U.S. 403 (1923). 
© Appalachian Coals, Inc. v. United States, 288 U.S. 344 (1933). 
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ners case. The case in which collusion of firms in an industry was permitted, 
in re Water-Tube Boilermakers’ Agreement," was decided favorable to the 
industry on the basis that the particular scheme of price quotations followed 
by the firms aided the export market. This advantage in selling abroad was 
deemed more important than the detriments which presumably followed 
from the practice. 

Those parts of the English and the American law that have been described 
so far have, at their basis, the same economic principle or postulate. The 
postulate is that there is a very high probability that restrictive agreements 
amongst members of a trade are detrimental to the economic welfare of 
the country. English law, however, permits more subtlety in appraising the 
situation in which collusion is practiced by firms. If the precedent of the 
Yarn Spinners case is followed, the English law will achieve all the benefits of 
this part of American law without some of the awkwardness of a very rigid rule. 

Enforcement of the law on restrictive practices differs somewhat. Up to 
the present, the Restrictive Practices court has been content to declare 
agreements against the public interest and therefore non-enforceab’2. As the 
court said in im re Chemists’ Federation, “. . . the effect of the act is to 
render the restrictive terms void merely and not illegal. The courts will not 
enforce a void agreement, but normally, if the parties choose to accept it as 
binding in honour, they are at liberty to act under it.”1® The court supposes 
that, once agreements are declared against the public interest and non-en- 
forceable, members of an industry will change their practices. Only if the 
restrictive practice continues will the court consider the issuance of an in- 
junction making the practices not only without legal sanction but illegal 
with penalties attached. As the court added in the Chemists case, “If Parlia- 
ment had intended a liability to penalties to arise automatically, we think 
it would have made the restrictive terms illegal as well as void. We think 
that Parliament intended a milder approach in accordance with the ordinary 
rule that an injunction is not granted unless the commission or repetition 
of an offense can reasonably be apprehended.”?” 

In the cases so far, therefore, the industries have been dismissed with the 
admonition, “Go and sin no more.” It will be interesting to see what the 
court will do if there is evidence that some industries continue in their sins 
against the public interest. It will also be interesting to see what evidence 
the court will accept of such sins. Will English courts accept as evidence of 
collusion all those conditions that have, at one time or another, been accepted 
by courts in the United States? Market collusion by American firms is not 


* LR. 1 R.P. 285 (1959). 
*L.R. 1 R.P. 75, 113 (1958). 


* With this point of law determined by the court, part of Prof. Dennison’s statement, 
“... that an agreement is against the public interest (and therefore illegal) unless the con- 
trary can be proved,” fs liable to misinterpretation. See his article, op. cit. supra n. 8 at 66. 
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merely admonished; it is punished. The persistence of business practices 
in restraint of trade in the American economy despite penalties makes the 
methods of enforcement in Great Britain seem a little naive. English busi- 
nessmen are probably more law abiding than the American business com- 
munity; but it is still not certain that Adam Smith would want to change 
his statement about their inclination to meet and conspire at the expense of 
the public. 

Resale price maintenance, the authority of a producer to control the price 
at which his product is sold by wholesalers and retailers, is another point 
on which the law in the two countries should be compared. In the United 
States, certain states have laws allowing producers to fix the price at which 
buyers can resell their products. American courts, however, have not been 
sympathetic in interpreting this legislation, so its force has been weakened. 
Under the Restrictive Trade Practices Act, a contract between a buyer and 
a seller fixing the resale price is made legally enforceable; but that law is 
most careful to stipulate that suppliers may not jointly organize and enforce 
a price maintenance scheme. Such collusion is made illegal. Further, no 
supplier can refuse to sell to a dealer, or discriminate against a dealer who 
has violated a price maintenance agreement. On the part of buyers such as 
retailers, it is unlawful to take any joint action in discriminating against, 
or refusing to do business with, any supplier who does not follow or enforce 
a fixed resale price policy.** Popular sympathy for victims of penalties 
placed by certain industries on small dealers who violated the industry’s 
price maintenance scheme was aroused; and, as a result, the law is more 
positive in condemning collective resale price maintenance plans than it is 
in its proscription of collective price fixing. 

Another important difference between the law in Britain and in the United 
States arises out of the development in American law—by court interpreta- 
tion and by legislative enactment—to a point where the law is now concerned 
about monopoly as such, not merely concerned about certain practices where- 
by several parties conspire to influence the market. What is becoming illegal 
under federal law in the United States is monopolizing—as the law now 
defines monopolizing; and, since this is now considered the crime, it is pos- 
sible that perfectly legitimate business actions by one firm may, if they 
“inadvertently” lead to monopoly power, put a firm in jeopardy of the law. 
In the case against the Aluminum Company of America in 1945,71 in the 
1946 case against the manufacturers of cigarettes,** in the 1953 United Shoe 
Machinery case,?* in the 1957 DuPont—General Motors case,** and in the 


* The price maintenance provisions are in sections 24-26 of the Act of 1956. 
* 148 F.2d 416 (1945). 

* American Tobacco Co. v. United States, 328 U.S. 781 (1946). 

* 110 F. Supp. 295 (1953). * 353 U.S. 586 (1956). 
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1958 Bethlehem-Youngstown steel case,*° legitimate business transactions 
created monopoly power which the courts held illegal. Alcoa’s continued 
plant expansion and aggressive sales policy; the tobacco-buying practices, the 
sales policy, and the million-dollar-a-year advertising budgets of the major 
cigarette manufacturers; the United Shoe Machinery Corporation’s vigorous 
sales efforts; and DuPont’s profitable investment in General Motors stock 
were all perfectly legitimate business actions as such; but all contributed to 
illegal results, monopoly power in a market, and therefore should have been 
modified in some way or should not have been undertaken. The merger of 
Bethlehem and Youngstown steel companies would lessen competition, and 
it has been forbidden. 

From leading cases such as these, it is easy to see that the scope of the 
federal law in the United States is vastly greater than the scope of the 
English law. The U.S. law is concerned with monopoly power and with the 
preservation of competitive conditions. Under this larger responsibility for 
competitive and monopolistic conditions in industry, there are two other 
particular matters that may come under judicial scrutiny. First, the sales 
policy of an individual firm may be checked to see that the firm does not 
practice unwarranted discrimination between customers.*® Second, transac- 
tions in which a purchaser is required to take one article as a condition of 
obtaining another which the seller controls—tying contracts—are considered 
monopolistic and against the law." 

The American law’s concern over monopoly as such stems, in part, from 
an increasingly literal interpretation of Section 2 of the Sherman Act which 
prohibits monopolization. Earlier interpretations of this provision considered 
it merely as a condemnation of restraints of trade which could be used as 
devices to obtain a monopoly. Certain actions were condemned, not monop- 
oly. This was in strict accord with the common law meaning of the words. 
Now, however, the courts are inclined to interpret the words as a prohibition 
of monopoly power. In their concern over monopoly, U.S. courts are not 
at all interested in enforcing, or establishing, anything even vaguely resem- 
bling the economists’ pure or perfect competition. Competition for lawyers 
and for courts retains its ordinary day-to-day meaning. This is as true of 
the American courts as it is of the English courts. In one important anti- 
trust case, the U.S. Supreme Court said: “There is no showing that four 
major competing units would be preferable to two, or . . . that six would 


* United States v. Bethlehem Steel Corp. & Youngstown Sheet & Tube Co., 168 F. 
Supp. 576 (1958). 

“See: Corn Products Ref. Co. v. FTC, 324 U.S. 726 (1945); FTC v. Morton Salt Co., 
334 U.S. 37 (1948); FTC v. Simplicity Pattern, 360 U.S. 55 (1959). 

* See: Times-Picayune Publishing Co. v. United States, 345 U.S. 594 (1953); Black v. 
Magnolia Liquor Co., 355 U.S. 24 (1957); Northern Pacific Ry. Co. v. United States, 356 
US. 1 (1958). 
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be better than four.”** English courts take the same attitude. In the Yarn 
Spinners case, the court said, “Even if the industry were reduced to the 
five large combines, who now control about 40 per cent. of it, . . . it would 
not necessarily diminish competition.”*® The growth of oligopoly may, it is 
true, be considered by U.S. courts when a merger is contemplated, but they 
can do this only if it can be shown that it would mean a lessening of compe- 
tition in some market.*® Oligopoly cannot be attacked as such. 

While American courts are gingerly tackling the assignment of preserving 
competition and checking monopoly power, the specification of these con- 
ditions is still, and probably always will be fuzzy. For the law, “monopoly 
invoves the power to eliminate competition.’”*! This has many elements— 
the power, and the purpose or intent, and the size of the firm.*? In consider- 
ing how much control over a market a firm has, it is virtually impossible to 
establish an unequivocal measure. To devise an unquestionable measure of 
market control, one must first frame an absolute specification of a com- 
pletely distinct and separate commodity, or one must designate an industry 
that is economically and legally distinguishable from all others. Such abso- 
lute distinctions cannot be made in practice. Products of many modern indus- 
tries (like cellophane) have many different uses and in each use there is 
a considerable range of substitutes with technical characteristics that make 
each a more or less satisfactory alternative. Therefore, all delineations of 
product and industry are shadowy in certain areas and tentative. Only in a 
hypothetical world are there completely distinct and separate products and 
industries. 

How American courts have wrestled with the problem of monopoly, with 
the effects of certain transactions on the state of competition, and with the 
element of size is a separate subject. But they have had to wrestle with 
these issues! One would like to see the ingenuity of the English legal minds 
dealing with the same problems. They will be spared this arduous labor, 
because English monopoly legislation provides that when the supply of a 
third or more of a commodity is in the hands of one party, the monopoly 
commission may be requested to study the effects of the situation on the 
economy; and, if the condition appears contrary to the public interest, the 


* United States v. National Lead Co., 332 U.S. 319, 352 (1947). 

*L.R.1 R.P. 118 (1958). 

* On this point, see United States v. Bethlehem Steel Corp. & Youngstown Sheet & Tube 
Co., 168 F. Supp. 576 (1958). 

* See: Transamerica Corp. v. Board of Governors of the Fed. Reserve Sys., 206 F.2d 163, 
169 (1953) ; cited in United State v. Dupont, 353 U.S. 586, 592-93 (1956). 


* For discussions of the legal meaning of monopoly, see: United States v. Griffith, 334 
U.S. 100, 105-07 (1948) ; United States v. Paramount Pictures, 334 U.S. 131 (1948) ; and 
especially Judge Wyzanski’s summary of the legal views on monopoly in United States v. 
United Shoe Mach. Corp. 110 F. Supp. 295 (1953). 
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monopolies commission may persuade the large supplier to change his poli- 
cies, or they may propose an order for Parliament designed to remedy the 
situation. Ultimately, the matter is thrown back upon the legislature; and, 
in a sense, it is a legislative matter to determine if large or complete pre- 
dominance in a market—apart from illegal actions—is to be permitted, or 
if it is contrary to the public interest and should be forbidden. If preponder- 
ant size in a market had been made a matter for legislative action, would 
congress have rendered the same judgment on the Aluminum Company of 
America as the federal courts? Would the United Shoe Machinery Corpora- 
tion have been considered guilty of achieving, by unnecessarily vigorous sales 
tactics, an unwarranted predominance in its market? An English firm that 
held 90% of the market for one product, liquid oxygen, had gained its 
position by research and sharp business practices. The Monopolies Com- 
mission recommended that the firm be subject to price supervision. The 
government decided to do nothing about the monopoly.** However, the firm 
has agreed to change a number of those practices by which it gained and 
maintained its monopoly—practices such as price cutting to embarrass com- 
petitors, exclusive equipment leasing, and control over the building of plant.** 

One other contrast between the British and the American law should be 
mentioned. This is the power of federal courts to specify what a firm or 
an industry must do to restore competitive conditions in the market, that is, 
what they must do to remove the taint of illegal monopoly power. This 
authority is necessarily involved when the law deals directly with the con- 
dition of monopoly. English courts will escape this burdensome administra- 
tive responsibility as long as the statutes under which they operate are 
expressed in terms of restrictive practices of members of a trade, not in terms 
of monopoly and competition. 

If one reflects on the nature of recent British legislation and on the cases 
brought to trial under it, one is reminded of the brilliant exposition of the 
law on monopolies and restraints of trade given by Holmes in his dissent in 
the Northern Securities case.*° Holmes’s interpretation of the law and current 
British practice are quite similar. One element of undetermined significance is 
different. That is the Monopolies Commission’s power to investigate, to 
advise industry about their public responsibilities, and ultimately to recom- 
mend legislation to Parliament. 

* Annual Report for the year 1958, Board of Trade, Monopolies and Restrictive Practices 
Acts, 1949 and 1953, page 4. 

“ Id., App. 2. 

* 193 U.S. 197, 400 (1904). 











QUANTITY DISCOUNTS AND COMPETITION 


ECONOMIC RATIONALITY OR 
ROBINSON-PATMAN 


VICTOR E. FERRALL, JR. 


‘eo paper is a discussion of quantity discounts, not because they are 
legally unique, but because they typify the mounting confusion of courts 
and the Federal Trade Commission as to the impact of section 2(a) of the 
Robinson-Patman Act on its avowed purpose of fostering competition.’ The 
precise questions on which the paper focuses are: Does Robinson-Patman 
require (or even authorize) condemnation by the courts and FTC of virtu- 
ally all discounting systems based either on quantity of individual purchases, 
or volume of total purchases during the preceding year? Secondly, if it does, 
is this an economically justifiable proscription? Finally, do section 2(a) 
quantity limit orders have the same economic impact as cease and desist orders? 

The paper concludes that Congress intended Robinson-Patman to protect 
individual competitors as well as competition. But injury to competition 
and injury to competitors are not the same. Since the courts have generally 
equated the two concepts, they often have condemned discounts without 
economic justification. It is suggested that the standard adopted by the 
courts for measuring a quantity discount’s impact on competition, injury 
to individual competitors, is inaccurate and is the key to explaining con- 
fusion in the law of this subject which now exists. Because of this confusion, 
the courts aud Commission have failed to see that some quantity discounts 
may, in fact, benefit the consuming public. Finally, it is contended that this 
situation is not a necessary concomitant of the Robinson-Patman Act, but 
rather results from the interpretation which it has been given. 


THE Law oF Quantity Discounts? 


The most important single development in the law of quantity discounts— 
and perhaps, in all Robinson-Patman decisions—is the equating of com- 


* The writer is an attorney with the United States Department of Justice, Antitrust Divi- 
sion. This paper was completed before he entered service with the Government and in no 
way necessarily reflects the views of the Department, the Attorney General or any individual 
members of the Antitrust Divison staff. 


* For more thoroughgoing treatment of quantity discount law than the following brief 
summary see C. Austin, Price Discrimination under the Robinson-Patman Act (rev. ed. 
1953); C. Edwards, The Price Discrimination Law (1959); Rowe, Price Discrimination, 
Competition and Confusion: Another Look at Robinson-Patman, 60 Yale L.J. 929 (1951) 
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petitive injury with harm to competitors.* Legally, the former can be in- 
ferred from the latter.‘ During the past twenty years, this fact has set the 
tune to which defendants have danced, for it is extremely easy for govern- 
ment prosecutors to procure competitors or buyers eager to testify that they 
have been hurt by a defendant’s discounting practices. There have been a 
few notable attempts to break away from this rule,® but clearly it is still 
good law. 

Injury to competitors can be established simply by demonstrating either 
the diversion of trade away from, or the impairment of profits of, competitors, 
or the competitors of customers resulting from discounting practices.* Under 
the act, a defendant can rebut such a showing by proving either that the dis- 
count was cost justified or that it was made to meet competition in good 
faith.’ As a practical matter, cost justification has proved to be virtually 
impossible.® 

Good faith meeting of competition has been somewhat more successful.® 


* The critical and often overlooked portion of the Supreme Court decision in FTC v. 
Morton Salt Co., 334 U.S. 37 (1948) is: “[The Commission] heard testimony from many 
witnesses in various parts of the country to show that they had suffered actual financial 
losses on account of respondent’s discriminatory prices. . . . The evidence covers about two 
thousand pages, largely devoted to this single issue—injury to competition.” Id. at 50 (em- 
phasis added). 


‘This has been true since the earliest Commission decisions. See, e.g. Kraft-Phenix Cheese 
Corp., 25 F.T.C. 537 (1937). Compare Shefford Cheese Co., 25 F.T.C. 1209 (1937). 


*See Purex Corp., Ltd., CCH Trade Reg. Rep. (FTC Complaints, Orders, Stipulations 
1954-55) 4 25172 (1954) (initial decision) ; Standard Motor Products, Inc. v. FTC, 265 
F.2d 674 (2d Cir. 1959). Compare Minneapolis-Honeywell Regulator Co. v. FTC, 191 F.2d 
786 (7th Cir. 1951), petition for cert. dismissed, 344 U.S. 206 (1952). 


* Kraft-Phenix Cheese Corp., 25 F.T.C. 537 (1937). Compare E. Edelmann & Co. v. FTC, 
239 F.2d 152, 155 (7th Cir. 1956) with Whitaker Cable Corp. v. FTC, 239 F.2d 253, 255 (7th 
Cir. 1956). 


*49 Stat. 1526, §§ 2(a) and (b) (1936), 15 U.S.C. §§ 13 a and b (1958). 


*See Att’y Gen. Nat’l Comm. Antitrust Rep. 171 (1955); Taggart, Cost Justification 
(1959), Edwards, Cost Justification and the Federal Trade Commission, 1 Antitrust Bull. 
563, 566-70 (1956) and Rowe, Cost Justification of Price Differentials Under the Robinson- 
Patman Act, 59 Colum. L. Rev. 584, 604-5 (1959). Some writers have urged that the effective 
scope of the cost defense be broadened. See Att’y Gen. Nat’l Comm. Antitrust Rep. 174 
(1955) ; Advisory Commitee on Cost Justification Report to the Federal Trade Commission 
6 (February, 1956) ; Automatic Canteen Co. v. FTC, 346 US. 61, 68 (1953) and materials 
cited therein, notes 5 and 6 at 68. But see, Champion Spark Plug Co., 50 F.T.C. 30, 43 
(1953) ; Thomson Prod., Inc., F.T.C. (No. 5872) 4 27842 (2/19/59) and Airtex Prod., Inc., 
F.T.C. (No. 6816) § 26546 (5/25/59). 


* See, e.g. E. Edelmann & Co. v. FTC, 239 F.2d 152 (7th Cir. 1956) ; Standard Oil Co. 
(Indiana) v. FTC, 340 U.S. 231 (1951). Compare Moore v. Mead Service Co., 190 F.2d 540, 
542 (10th Cir. 1951). That the good faith defense of a lower price, as interpreted by the 
courts, may contradict broad antitrust policies is provocatively discussed in McGee, Price 
Discriminaton and Competitive Effects: The Standard Oil of Indiana Case, 23 U. Chi. L. 
Rev. 398, 452-66 (1956). 











148 THE JOURNAL OF LAW AND ECONOMICS 


The good faith test is applied to the low price offered favored large custom. 
ers. If this alone is satisfied, it legally justifies the differential between prices 
to favored and disfavored customers, even though it is the differential, not 
the discount price, which may injure competition. 

Injury resulting from not receiving a discount is thought to be greater if 
the injured party operates on a small margin, on the theory that his profits 
are more substantially impaired.’° Moreover competitive injury may itself 
be inferable from the fact that profit margins are small and price differences 
large within the industry.” 

But, the position that quantity discounts are per se illegal has never been 
accepted.’ The rule laid down in the Morton Salt case was that every 
quantity or volume discount which diverts competitors’ trade or impairs 
their profits is illegal unless justified.** But several later cases have suggested 
that there may be a de minimis exception where the “discriminations . 
are negligible.’’!4 

Morton held that whether a discount is based on the quantity of a single 
purchase or volume of purchases over time is irrelevent to the question of 
competitive injury, though it may be relevant to the cost justification de- 
fense.’° But, subsequent cases have agreed with Justice Jackson’s dissent in 
Morton that the anti-competitive effect of a volume discount is “almost 
inevitable,” whereas no such inference is permissible as to quantity dis- 
counts.!® In a recent case, the Seventh Circuit found that volume rebates are 
not cost justifiable as a matter of law or of fact.1* 


2H. C. Brill Co., 26 F.T.C. 666 (1938). 
™ Moog Industries v. FTC, 238 F.2d 43, 51 (8th Cir. 1956). 


4 American Can Co. v. Bruce’s Juices Inc., 187 F.2d 919, 924 (Sth Cir. 1951) (volume 
discounts not per se illegal). But see American Can Co. v. Russellville Canning Co., 191 F.2d 
38 (8th Cir. 1951). In his dissent in Morton Salt Judge Minton argued that quantity dis- 
counts are discriminatory, per se. 162 F.2d 949, 959 (7th Cir. 1947). This position was re- 
jected by both a majority of the Seventh Circuit and the Supreme Court. 


* See McGee, The Decline and Fall of Quantity Discounts: The Quantity Limit Rule in 
Rubber Tires and Tubes, 27 J. of Bus. (Pt. II) 225 (1954). See also Samuel H. Moss, Inc. v. 
FTC, 149 F.2d 378 (2d Cir 1945) (per curiam) (the Commission’s burden of proof under 
§ 2 (a) is only to show discrimination. When this is met, defendants have the affirmative 
burden of proving the discrimination did not lessen competition) ; and FTC v. Standard 
Brands, Inc., 189 F.2d 510, 515 2d Cir. 1951). The Moss doctrine subsequently has been 
rejected by the Supreme Court as to section 2(f) buyer discriminations, Automatic Canteen 
Co. v. FTC, 346 U.S. 61 (1953) ; and by the Commission, General Foods Co., F.T.C. (No. 
5675) 93506 (4/27/54). 

Whitaker Cable Corp. v. FTC, 239 F.2d 253, 256 (7th Cir. 1956). See E. Edelmann & 
Co. v. FTC, 239 F.2d 152, 155 (7th Cir. 1956). Compare Ruberoid Co. v. FTC, 189 F.2d 
893 (2d Cir. 1951). 

® 334 U.S. 37, 48 (1948). 


*° Id. at 60. Compare Standard Motor Products, Inc. v. FTC, 265 F.2d 674 (2d Cir. 1959) 
and the automobile accessory cases cited therein, and American Motor Specialties Co. v. 
FTC, 278 F.2d 225 (2d Cir. 1950). 


** Moog Industries v. FTC, 238 F.2d 43, 48-49 (8th Cir. 1956). As authority for this 
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As to the effectuation of a cease and desist order against quantity or vol- 
ume discounts, the law does not distinguish between elimination of the price 
differential by withdrawing the discount or, alternatively, offering it to every 
buyer. Either response is acceptable compliance, though of course radically 
different as far as purchasers are concerned. 

Quantity limit orders by the Commission limiting the maximum size of 
individual orders on which discounts can be given are an unknown quantity, 
legally. Only one has been issued and it was struck down by the court without 
ever considering its merits.1* The economic effect, however, is similar to a 
cease and desist order. A quantity limits order restricts the ability of a 
seller to separate his buyers into different price groups.’® A cease and desist 
order eliminates it altogether. 

The courts now seem to be immersed in great confusion. While one court 
finds that good faith meeting of existing competition can only be shown by 
setting exactly the same price as that of competitors,*° another court, on 
precisely the same facts, holds that the fact that prices are met exactly 
demonstrates that no competition exists.** Again, where one court holds 
that the giving of discounts by all sellers in an industry makes it so com- 
petitive that a seller deprived of the ability to discount could not survive,”* 
another finds that the existence of an industry-wide discounting practice 
proves that no competition at all exists.** And worst of all, where one case 
says injury to competition and harm to competitors are not the same thing, 
ten hold that they are. Conspicuously missing in the law is a cogent theory 








proposition, the court cites Corn Products Refining Co. v. FTC, 324 U.S. 726 (1945), which 
says, in the relevant portion: “Petitioners’ pricing system results inevitably in systematic 
price discriminations, since the prices they receive upon deliveries from Kansas City bear 
relation to factors other than the actual costs of production or delivery.” Jd. at 732. The 
reference by the Supreme Court is to so-called “phantom freight” and the passage does not 
support the point the Eighth Circuit is making. For, while volume discounts may be more 
difficult—indeed impossible—to justify, there is no “inevitable” reason why they do not 
relate to costs of manufacturing, sales or delivery. Compare Master Lock Co., 27 F.T.C. 982 
1938). 


* Quantity-Limit Rule 203-1, 17 Fep. Rec. 113 (1952). Subsequent litigation was 
B. F. Goodrich Co. v. FTC, 208 F.2d 829 (D.C. Cir. 1953) (reversing defendant tire com- 
panies’ motion to dismiss for lack of jurisdiction granted by the district court) ; 134 F. Supp. 
39 (D.D.C. 1955) (motion for summary judgment by defendants granted) ; affirmed, 242 
F.2d 31 (D.C. Cir. 1957). 

“See the following law review notes for more complete (but analytically inadequate) 
discussion of B.F. Goodrich: 27 N.Y.U. L. Rev. 477 (1952) ; 49 NW.U. L. Rev. 251 (1954) ; 
22 Geo. Wash. L. Rev. 592 (1954) ; 43 Va. L. Rev. 592 (1957). See also Leigh, The Quantity- 
Limit Rule and the Rubber Tire Industry, 17 J. Marketing 136 (1952). 

*E. Edelmann & Co. v. FTC, 239 F.2d 152, 156 (7th Cir. 1956). This position would 
seem to be extremely difficult to reconcile with basing point cases. 

* Standard Motor Products, Inc. v. FTC, 265 F.2d 674 (2d Cir. 1959). 

~ C. E. Niehoff v. FTC, 241 F.2d 37, 41 (7th Cir. 1957). 

~ Standard Motor Products, Inc. v. FTC, 265 F.2d 674, 676 (2d Cir. 1959). 
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which joins together judicial evaluation of a particular fact situation with 
the anticipated effect of the remedy on the economic welfare of the 
community. 

Reconciliation (or demonstration of its impossibility) of the concepts of 
competitive injury and harm to competitors is half the answer to the existing 
confusion. Critical evaluation of the effect of a cease and desist or quantity 
limits order on the economy is also crucial if administrative and judicial 
action is to be more than a blind stab at an invisible foe. 


“A Discount Is a DiscounT ISA...” 


The erratic legal history of quantity discounts notwithstanding, it is diffi- 
cult to understand why any discounting or other method of price discrimina- 
tion is not simply a mechanical device for setting different prices to different 
customers. Why is it important, either legally or economically, how the price 
differentials are computed? 

Quantity discounts can be used to eliminate competitors.** But, the only 
reason why the discriminator discriminates rather than cuts prices across the 
board is that he does not need to, i.e. the competitors to be eradicated do 
not operate in all the markets in which he sells.** Predatory pricing is pro- 
hibited under both Sherman*® and Robinson-Patman Acts and the method 
used by the price cutter to disguise his intent is irrelevant. (A rose by any 
other name is still a rose.) 

Quantity discounts may be cost justified, but then, so may any other dis- 
crimination in price.** Unfortunately, cost justification as applied by the 


“* But see the provocative observations in McGee, Price Discrimination and Competitive 
Effects: The Standard Oil of Indiana Case, 23 U. Chi. L. Rev. 398, 399-404 (1956). 


* The term “market” as used herein refers simply to the economic arena in which the 
seller sells and the buyer buys, and includes all the products which directly compete with 
the seller in question for the buyer’s dollars (see United States v. E. I. du Pont de Nemours 
& Co., 353 U.S. 586 (1957) on the concept of cross-elasticity). It makes no distinction be- 
tween “product” and “geographic” markets (United States v. Bethlehem Steel Corp., 168 
F. Supp. 576 [S.D.N.Y. 1958]), and includes both. For an interesting discussion of the market 
concept in the law, see 68 Yale L.J. 1627, 1630-54 (1959). 

Of course, if all prices are cut, Robinson-Patman will not support government intervention 
under section 2(a). Rather, the Department of Justice must then rely on section 3 of the 
Clayton Act. See Rowe, op. cit. supra note 2 at 974 and n. 65 at 940. 


* In the early landmark antitrust cases, predatory pricing, especially local price warring, 
was an inevitable count in the complaint. See, e.g., Standard Oil Co. of New Jersey v. United 
States 221 U.S. 1, 42-43 (1911). 


* At least in theory. See generally, Fuchs, The Requirement of Exactness in the J ustifica- 
tion of Price and Service Differentials under the Robinson-Patman Act, 30 Texas L. Rev. 1 
(1951) ; Sawyer, Accounting and Statistical Proof in Price Discrimination Cases, 36 Iowa 
L. Rev. 244 (1951). In B. F. Goodrich Co., F.T.C. (No. 5677) € 3506.101 (1/31/54) and 
Sylvania Electric Prod. Inc., F.T.C. (No. 5728) § 3508.384 (10/1/54), where the cost de- 
fense was successfully invoked, the discounting schemes were not based solely on quantity 
purchases. 
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Commission often ignores economic effects of discounting and the relation 
of these effects to competition.** For, it is apparent that a discounter with 
meticulously justified cost savings can rid his industry of competition at 
least as rapidly, ruthlessly and surely as can a cost “unjustified” discrimi- 
nator.** Moreover, since this is so, all the platitudes about temporarily 
higher prices being “a willing price for its freedom from monopoly power’’®® 
evaporate as the order is dismissed. The courts seem never to have en- 
countered a relentlessly anti-competitive, but highly cost justified price- 
cutter.*? 

There is a basic contradiction between Sherman and Clayton Act philos- 
ophy, which does not accept, prima facie, that no injury to competition will 
result if the accused is highly efficient in manufacturing, sale or delivery, 
and that of Robinson-Patman where complete exoneration follows cost justi- 
fication.** This is particularly anomalous since the Commission must first 
show injury to competition before it has made out a case which cost justifi- 
cation can then rebut. 

The difficulty is that under current reading of the act, the Commission 
never is forced to come to grips with the injury to competition problems, but 
is only required to show harm to competitors. Thus, when cost justification 
is proved the overall implication is only that the injured competitors were 
inefficient. Since bona fide cost savings were passed on to buyers by the 
discounter, there is no policy justification for sheltering the inefficient com- 
petitor. The upsetting phenomenon of exonerating the anti-competitive be- 
havior of the discounter because he did it efficiently is thus clouded by 


* And, “insofar as the causal nexus between costs and price is illusory in competitive 
markets, cost justification is a spurious rationalization for differential pricing.” Rowe, Cost 
Justification of Price Differentials Under the Robinson-Patman Act, 59 Colum. L. Rev. 584, 
615 (1959). 


* Seemingly, this is in clear contravention of established antitrust policy. An apt parallel 
to the argument that a cost justified manufacturer may injure competition is the Alcoa argu- 
ment that a beneficent competitor may maintain the power to monopolize. Judge Hand’s 
well known treatment of this assertion may be found in United States v. Aluminum Co. of 
America, .148 F.2d 416, 427 (2d Cir. 1945). Similarly, Judge Weinfeld refused to distinguish 
good (i.e. more efficient and lower cost) and bad mergers. United States v. Bethlehem Steel 
Corp., 168 F. Supp. 576, 618 (S.D.N.Y. 1958). 


* S. Rep. No. 1502, 74th Cong., 2d Sess. 6 (1936). 


* Cost justification and injury to competition have yet to be presented to a court in full 
opposition to each other. This problem was confronted (or at least so it was assumed) by 
the Supreme Court as regards to good faith meeting of competition and competitive injury. 
The resultant holding was that good faith meeting 6f competition is a complete defense to 
section 2(a) illegal price discrimination, even though the discrimination actually injures 
competition. Standard Oil Co. v. FTC, 340 U.S. 231, 250-51 (1951). At least one court has 
specfically found the doctrine of Standard of Indiana to be that if the good faith defense is 
made out, how much the competitor is hurt is irrelevant. Balian Ice Cream Co. v. Arden 
Farms Co., 104 F. Supp. 796 (S.D. Cal. 1952). 


* Standard Oil Co. v. FTC, 340 U.S. 231, 250-51 (1951). 











152 THE JOURNAL OF LAW AND ECONOMICS 


equating harm to competitors with injury to competition. If the two are not 
synonomous, the Commission has not made out its case and the discounter 
should not have been required to defend in the first place. 

Confusion on the part of the Commission is at least understandable, how- 
ever, for it appears that Congress chose to overlook completely the possibility 
of a “tending toward monopoly” discriminator who is cost justified to the 
hilt.% 

The problem of the relation of cost justification to volume discounts is 
especially troubling. FTC Assistant General Counsel Dawkins reported, much 
too conservatively: 


It has occasionally been said that any discount scale based upon cumulative 
periodic totals of purchases is per se without justification. It is apparent, however, 
that this is technically not true, though in practice the results may approximate 
that condition. This is the case because important cost differences per dollar of 
sales usually occur in obtaining and filling orders.34 


To carry this argument to its extreme, i.e. that volume discounts, if anti- 
competitive in effect and not made in good faith, are per se illegal, is too 
simple. It requires the unstated missing step that because the accounting 
problems of cost justifying volume discounts are so horrendous, they can 
never be met. Yet the Commission and courts have come perilously close 
to this position repeatedly and their cursory treatment of attempted cost 
justification evidence effectively enforces it.2° They fail to recognize that 
there well may be other cost savings arising out of efficiencies of size which 
are not directly related to purchasing and shipping, yet which are as rationally 
correlated with volume discounts as with quantity discounts—or any other 
discriminations in price.** The “almost” in Justice Jackson’s “almost inevita- 
ble” statement has been insufficiently emphasized. 

The economically crucial characteristic of price discrimination is that it is 
a device for maximizing profits.** A discriminator does this by charging a 
higher price to people with a greater desire for his particular product and 
a lower price to those who are more indifferent. But, so far as effects on 
competition output and price are concerned, it is the prices themselves which 
are significant and not the method of computation. The fact that a seller 
charges a lower price to large quantity purchasers, as opposed to purchasers 


* See, e.g. S. Rep. No. 1502, 74th Cong., 2d Sess. 1 (1936). 

* Summer Institute on International and Comparative Law, University of Michigan Law 
School, Federal Antitrust Laws 111 (1953). 

See 65 Harv. L. Rev. 1011, 1020 (1952). 

** See McGee, op. cit. supra note 13, at 231-33. 

* In most situations, such maximizing will lead to higher prices and lower output. This is 
the basis for the fear of monopoly which finds expression in the antitrust laws. Thus, it is 


fair to say that the expectation of profit maximization by a monopolist is, sub silento, em- 
bodied in the philosophy of the Sherman, Clayton and Robinson-Patman Acts. 
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with red hair, for example—cost justification aside—indicates only that he 
feels there is some unifying characteristic related to size of purchase which 
segregates purchasers with strong demand from those with weak demand.** 
But, if this characteristic or set of characteristics were also common to red- 
headed buyers, the seller would be indifferent between these two bases for 
his discrimination (in the absence of Robinson-Patman) and the economic 
effect of using either would be identical. 

In fact the seller has a very real concern about which discounting basis 
he selects for it is critical in maximizing his profits that he select the one 
which best represents the determining feature of demand in the various 
markets. As far as profit maximization is concerned his costs are irrelevant 
in his selection, even though from a section 2(b) standpoint, they are critical. 
The significance of costs is often confused by lawyers and courts.** Their 
irrelevance for pricing purposes is illustrated by the line of auto accessory 
cases, where quantity discounts were used in granting substantial discounts 
to large individual and cooperative buyers, even though delivery was made 
in high-cost, small shipments to the individual members of the cooperatives.*® 

The large number of discriminatory schemes which are based on the 
assumption that the distinguishing feature of market demand is closely 
related to size of purchase shows that many sellers believe large-buyer mar- 
kets are more competitive and hence, the demand for their products in such 
markets more price sensitive. If this is true, it would seem that the seller would 
be indifferent as between a quantity and a volume discount base. But, this is 
clearly not sc. Each scheme is used by some sellers separately and many use 
both in various combinations.** 

While annual volume discounts are probably a more accurate indicator 


* In economic jargon, that the elasticity of demand of large buyers exceeds that of small 
buyers. Note that this phenomenon does not result from the size of the purchase itself, but 
rather from the nature of the operations of the large purchasers, i.e. the fact that they are 
selling at a lower mark-up, purchase price of the goods sold is a larger part of total costs, etc. 
Here, then, Justice Black is mistaken when he refers to “competitive advantage over a 
small buyer solely because of the large buyer’s quantity purchasing powers.” FTC v. Morton 
Salt Co., 334 U.S. 37, 43 (1948) (emphasis added). The competitive advantage, i.e. monop- 
oly power, existed before the purchase was made. 


* But not by all. See R. E. Freer quoted by Austin, Price Discrimination Under the 
Robinson-Patman Act (Rev. ed.) 65, n. 102 (195.:). 


“FE. Edelmann & Co. v. FTC, 239 F.2d 152 (7th Cir. 1956), cert. denied 355 U.S. 941 
(1958) ; P. & D. Manufacturing Co. v. FTC, 245 F.2d 281 (7th Cir. 1957), cert. denied 355 
U.S. 884 (1957) ; Whitaker Cable Corp. v. FTC, 239 F.2d 253 (7th Cir. 1956), cert. denied 
353 U.S. 938 (1957) ; C. E. Niehoff v. FTC, 241 F.2d 37 (7th Cir. 1957), modified 355 U.S. 
411 (1958). 


“ E.g., quantity discounts used without volume discounts, The American Crayon Co., 32 
F.T.C. 306 (1940) ; Binney & Smith Co., 32 F.T.C. 315 (1940). Volume discounts without 
quantity discounts are more common. See, e.g., American Biltrite Rubber Co., 50 F.T.C. 133 


(1953) ; National Biscuit Co., 50 F.T.C. 932 (1954). And see, Edwards, op. cit. supra note 2 
at 208-10. 
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of demand since they eliminate seasonal demand fluctuations, quantity dis- 
counts have the advantage cf being more sensitive to demand changes over 
a relatively short period of time. From the standpoint of the seller, quantity 
discounts operate as a means of measuring market demand analogous to 
some tying arrangements.** Both methods have the advantage of providing 
the seller with some indication of demand changes which sporadic discrimi- 
nation does not. But, this does not alter the competitive effect except insofar 
as it facilitates more accurate profit maximization. 

Legally, quantity discounts are more difficult (if not impossible) to defend 
on the basis of good faith meeting of competition than are sporadic forms 
of discrimination. But, this is inherent in all systematic pricing systems and 
does not distinguish quantity discounts.** 

In the sense that spot discriminations may merely reflect rigidities or im- 
perfections in response to competitive pressures, they are far less dangerous 
than the quantity discounts which are part of a system. The Attorney General’s 
Report recognizes that some price discrimination (i.e. occasional discrimi- 
nation) is inevitable.** Legislative recognition of this fact may be inferred 
from the good faith defense, but this is generally not how courts have con- 
strued that proviso.*® If quantity discounts are industry-wide, the good faith 
defense should not apply since the price discrimination is, per force, system- 
atic and common to all sellers.*® 


“ See the excellent discussion in Bowman, Tying Arrangements and the Leverage Problem, 
67 Yale L. J. 19, 23-4 (1957). 


“See Corn Products Refining Co. v. FTC, 324 U.S. 726, 732 (1945) ; FTC v. A. E. Staley 
Manufacturing Co., 324 U.S. 746, 757 (1945). And see infra, n. 46. 


“ Att’y Gen. Nat'l Comm. Antitrust Rep. 335 (1955). 


“See for example, the treatment of “competitive” response in a gasoline price war in 
Enterprise Industries, Inc. v. Texas Co., 136 F. Supp. 420 (D. Conn. 1955), reversed on other 
grounds 240 F.2d 457 (2d Cir. 1957), cert. denied 353 U.S. 965 (1957). 


“See cases cited supra n. 43. See also Triangle Conduit & Cable Co. v. FTC, 168 F.2d 
175 (7th Cir. 1948) where, because of its systematic nature, a basing point scheme was held 
to be valid basis for inferring a conspiracy to fix prices. 

Discussion of the “good faith” proviso rapidly leads into far distant fields. Suffice here to 
note that from the standpoint of preserving and maintaining competition, the better criterion 
under section 2(b) would seem to be whether the discounts given were occasional or system- 
atic. See, e.g. FTC v. Cement Institute, 333 U.S. 683, 725 (1948). It is difficult to imagine 
an industry-wide scheme which is not systematic, and a systematic pricing practice which is 
not anti-competitive. This distinction was the basis of the Commission’s ruling on remand 
in Standard of Indiana. Standard Oil Co. of Ind. F.T.C. (No. 4389) 4 67727 (1/9/53). The 
Supreme Court rejected only the Commission’s interpretation of the facts, not its interpreta- 
tion of the act. FTC v. Standard Oil Co., 355 U.S. 396 (1958), affirming Standard Oil Co. v. 
FTC, 233 F.2d 649 (7th Cir. 1956). If the proper implication to be drawn from the section 
2(b) proviso is that good faith meeting of a competitor’s price does not create a differential 
which is anti-competitive within the meaning of section 2(a), the occasional-systematic 
distinction is particularly important if the meaning of competition within the Robinson- 
Patman framework is not to be further muddled. See Standard Oil Co. v. FTC, 340 US. 231, 
252 (1951). 
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The most obvious distinctive feature of quantity (and volume) discounts, 
which also has a certain emotional appeal, is that unlike specific price dis- 
criminations, quantity discounts are available to every buyer if he meets 
the qualifications. Properly, this argument has fallen flat with the courts. 
Justic Black’s often cited dictum that theoretically quantity discounts are 
available to all, but functionally they are not, is good law and sound eco- 
nomics.** Indeed, the argument would carry equal weight if the differential 
were based on hair color. 

In sum, despite Congress’ manifest belief that somehow quantity discounts 
are generically different from all other discriminatory pricing schemes, there 
is no justification for this position in fact. It follows, then, that much of the 
succeeding analysis can be generalized to apply to most other forms of price 
discrimination. 


INJURY TO COMPETITION AND HARM TO COMPETITORS 


To my knowledge, despite legal tradition and obvious Congressional intent 
in the Anti-Chain Grocery Store Act,** no court ever has said that, irrespec- 
tive of competition, there was injury to competitors which, while it does not 
necessarily have anything to do with competition, is quite enough under the 
act. There are three likely explanations for this development. First, the act 
itself does not use the word “competitors.” Secondly, most courts have treated 
the two as synonomous,*® and thirdly, even if they have not, they have 
found them to be coincidental.®° 

Representative uf the level of economic sophistication the argument for 
equating competitor and competitive injury takes is the statement by Justice 
Jackson during oral argument in Morton Salt on the question of injury to 
competition: “If you sell salt to a one-horse grocer for $1.50 and sell it to 
the A & P on the opposite corner for $1.35, how can you have a difference of 
that kind that doesn’t hurt?”*! 

But, this view is erroneous for there is no necessary relationship between 
the two types of injury.5? And indeed, there is no reason to expect compe- 


“FTC v. Morton Salt Co., 334 U.S. 37, 42 (1948). 


““(The Old Clayton Act] ... has in practice been too restrictive in requiring a showing 
of general injury to competitive conditions in the line of commerce concerned, whereas the 
more immediately important concern is in injury to the competitor victimized by the dis- 
crimination. .. . Through this broadening of the jurisdiction of the act, a more effective sup- 
pression of such injuries is possible and more effective protection of the public interest at 
the same time is achieved.” H. R. Rep. No. 2287, 74th Cong., 2d Sess. (1936). 


“ See cases cited supra, n. 40. 
™ Standard Motor Products v. FTC, 265 F.2d 674, 676 (2d Cir. 1959). 
"16 U.S.L. Week 3276-77 (U.S. March 16, 1948). 


“See Adelman, Corporate Integration, in How to Comply with the Antitrust Laws 305 
(Van Cise & Dunn ed. 1954), and Adelman, Book Review, 46 Am. Econ. Rev. (No. 3) 481 
(1956). 
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tition will be impaired when competitors are injured unless very special cir- 
cumstances exist. What are these special conditions, when will they occur and 
how likely are they as a matter of fact? 

I take it to be quite clear that “injury to competitors” in section 2(a) cases 
means a reduction in either total output or total profits of a competitor of 
the defendant or of defendant’s customers. While the legal meaning of com- 
petition under section 2(a) is not as clear, it will suffice here to regard a 
competitive market as one in which no individual seller has the power sub- 
stantially to control the output or price of his industry,®* i.e. “the power to 
eliminate competition.”°* If such power is vested in any seller he is to that 
extent a monopolist. 


A. INJURY IN THE SELLER MARKET 


If a discriminator, by offering lower prices to large buyers, reduces the 
total amount purchased from any individual competitor, that competitor can 
be expected, if he is able, to retaliate by cutting his price to meet the dis- 
criminator’s and, moreover, to reduce his price to the discriminator’s disfa- 
vored customers, thus capturing their business for his own. This is the essence 
of price competition, both in economics and law,°® and it is the expectation 
of its occurring that underlies the basic policy of the antitrust laws.®* This 
is not an injury, but rather competition,®* and the absence of such a response 
well may be evidence of collusion to fix prices,®® illegal conscious parallelism,” 
or other anti-competitive practices. 

It is when the individual seller fails to respond to a competitor’s price 


5 See United States v. American Tobacco Co., 221 U.S. 106, 181-83 (1911). 


* Transamerica Corp. v. Board of Governors of Federal Reserve System, 206 F.2d 163, 
169 (3d Cir. 1953). 


This is not to say, of course, that the existence of any monopoly power whatsoever, will 
bring him within the ambit of antitrust illegality. 


% See Standard Oil of California v. United States, 337 U.S. 293, 308 (1949) (competition 
is the inability to dominate). See also Att’y Gen. Nat’l Comm. Antitrust Rep. 164 (1955); 
H. R. Rep. No. 1422, 81st Cong., Ist Sess. 5-6 (1949) ; Balian Ice Cream Co. v. Arden Farms 
Co., 104 F. Supp. 796 (S.D. Cal. 1952). 


* See H. B. Thorelli’s fascinating recording of the debate on the Sherman Act in Congress 
in The Federal Antitrust Policy 180-86 (1954). 


In a truly inspirational outpouring for a bench of mere non-economists, the Eastern 
District Court of Missouri made the following statement, which must have brought howls 
of delight from Schumpeter: “Competition is the antithesis of monopoly. In a sense, any 
elimination of competition is a movement in the general direction of monopoly. But com- 
petition is, in its very essence, a contest for trade, and any progress or victory in such 4 
contest must lessen competition. Competition must always bear in itself the seed of its own 
alteration or even destruction.” United States v. Sandard Oil Co. of New Jersey, 47 F.2d 
288, 297 (E.D. Mo. 1931). 


“FTC v. Cement Institute, 333 U.S. 683, 713 (1948). 
” Triangle Conduit & Cable Co. v. FTC, 168 F.2d 175 (7th Cir. 1948). 
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change that he claims he has been injured since, naturally enough, his business 
falls off. But, insofar as he is in a position to respond, it is hard to see how 
his failure to compete actively demonstrates a tendency to lessen compe- 
tition resulting from the price reduction by the discriminator. 

The only instance in which injury to a competitor plausibly can be said to 
be the same as injury to competition is when the competitor is unable to 
meet the new low price.*! This is precisely the situation section 2(a) was 
intended to “correct.”® 

There are two possible (but not both correct) reasons why the competitor 
may be unable to meet the new low price and hence, be threatened with 
ruination. First, if his product or the services he renders, while of like grade 
and quality with those of the price cutter, are differentiated from it, e.g. 
by advertising which has built up consumer preferences, he may be unable 
to compete with the new lower price even though his price is identical or even 
lower. This is because he relies on a substantial price differential in order to 
induce purchasers to take his brand.® In such a case, however, loss of busi- 
ness still can be escaped by lowering his price and restoring the competitive 
differential. In other words, product differentiation is irrelevant to injury to 
competition because the process of competing is the same whether it involves 
meeting a price or beating a price, i.e. maintaining a differential. 

The other possible explanation is that if the injured competitor were to 
cut his price so as to maintain his output, he would be unable to cover his 
costs of operation. This is the problem on which both Congress and the courts 
have focused. Both have taken the position that while the immediate effect 
of a cease and desist order may be to prevent cost saving efficiencies from 
being passed on to the consumer in the form of lower prices, in the long run 
it will prevent giant sellers from gobbling up unprotected small competitors 
and then, once in monopoly control of the market, radically raising price. 
Thus, it is argued, protection of the competitor, even though he is less effi- 
cient, will in the long run prevent injury to competition. If this is not true, 
howeyer, protection of competitors is not equivalent to protection of com- 
petition. The latter is not inferable from the former and the Commission 
cannot meet its burden of proof by simply putting two thousand pages worth 
of high cost, inefficient, chip-on-the-shoulder competitors on the witness stand 
as it did in Morton. 


™ But note that this inability results only from the offering of a lower price by a compet- 
itor; not from price discrimination. 


“It was generally anticipated in 1934 that “to the extent that chain stores consistently 
undersell independents [by virtue of cost savings] we may expect a steady trend toward 
final chain-store supremacy and dominance in distribution. . . .” FTC, Final Report on the 
Chain Store Investigation, S. Doc. No. 4, 74th Cong., Ist Sess. 86 (1935). 


See Anheuser-Busch, Inc. v. FTC, 265 F.2d 677 (7th Cir. 1959). See also J. S. Bain, 
Barriers to New Competition, 114-20 (1956). 
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This argument rests upon a sort of “foot in the door” notion. If, in the ex- 
treme case, a large seller were to drive all his competitors out of business— 
which, incidentally, he could do more effectively by an across the board price 
cut rather than a discriminatory cut if his competitors sell in all his markets, 
or by sequential sharp-shooting discrimination as alleged in the A & P case— 
would he then be able to increase his price and reap the fruits of being the 
only seller in the market? Clearly not if potential competitors exist and are 
able to re-enter the market. If this is so, even a single seller in a giant market 
has no monopoly power in the sense discussed above, i.e. unless there is a bar- 
rier to entry by new competitors. And, it is hard to conceive how competition 
would be fostered, if there is no barrier, by shielding the inefficient competitor. 
The “foot in the door” argument is by no means frivolous, however. If there 
is a barrier to entry which prevents new firms from coming into the industry, 
elimination of existing competitors will impede competition.© 

Entry difficulties are more likely where fixed capital costs are high, but the 
more important consideration is the ability of a new firm to gather sufficient 
capital to meet these high initial costs. Capital accumulation may be difficult 
for a variety of reasons, all beyond the scope of this discussion.® But, if 
there is no barrier to entry, there is no basis for the equation of injury to com- 
petitors with injury to competition on the seller level. This is not to say that a 
court necessarily cannot validly infer from the known capital costs of an 
industry that barriers do exist without consideration of the availability of 
new capital for investment in that particular industry. Rather, the point is 
that without proof of such barriers the Commission has not shown potential 
injury to competition by proving that particular competitors were hurt. 

Since courts have recognized the threat of injury to potential competition 
and hence, competitors, it is not a radical proposal to suggest that renewed 
emphasis be given to the role of the potential competitor in maintaining 
“workable” competition.** And, since the test is one of competition, actual or 


* See Standard Oil Co. v. United States, 337 U.S. 293, 309 (1949) (Standard Stations) and 
the extensive discussion of this problem, re Standard Stations, in Kessler and Stern, Competi- 
tion, Contract, and Vertical Integration, 69 Yale L. J. 1, 31-36 (1959). 

The only clear recognition of the entry problem in a section 2(a) case was in Minneapolis- 
Honeywell Regulator Co. v. FTC, 191 F.2d 786 (7th Cir. 1951). 

* See J. S. Bain, Barriers to New Competition, 205-220 (1956) and J. S. Bain, Conditions 
of Entry and the Emergence of Monopoly in Monopoly and Competition and Their Regula- 
tion, 215-41 (Chamberlin ed. 1954). 

See J. S. Bain, Barriers to New Competition, 55-67 (1956). 

* See, e.g. Standard Oil of New Jersey v. United States, 221 U.S. 1, 74 (1911); United 
States v. American Tobacco Co., 221 U.S. 106, 175-84 (1911). Compare United States v. 
Bethlehem Steel Corp., 168 F. Supp. 576, 615 (S.D.N.Y. 1958) ; Standard Oil Co. v. United 
States, 337 U.S. 293, 308 (1949) (Standard Stations). 

® The concept of “workable” or “effective” competition is unhelpfully characterized as “a 
kind of economist’s ‘Rule of Reason’” and wordily discussed in Att’y Gen. Nat’l Comm. 
Antitrust Rep. 320-22 (1955). More simply, it may be identified as the inability of any one 
seller to affect significantly the output and price of other sellers in a given market. 














QUANTITY DISCOUNTS AND COMPETITION 159 


potential, neither the absolute number of competitors nor the percentage of 
the market they previously held will suffice to render competitive and com- 
petitor injury identical—no matter what their magnitude—without a barrier 
to entry. 


B. INJURY IN THE BUYER MARKET 


Legally, the above analysis applies with equal validity to injury to com- 
petitors at the buyer level.® So long as potential entrants exist at the buyer 
level monopoly power cannot be created by the elimination of existing buyers 
from the market. But, if new entrants must enter at the disfavored price,”® 
then to the extent that the price to them exceeds the price paid by the favored 
purchaser, the favored purchaser has effective monopoly power.” 

Thus, if a grantor of quantity discounts can enforce cost differentials in 
his buyers’ market, he tends to inhibit competition in that market. Strictly 
speaking, as in the case of the seller market, it is not enough to show that 
competitors have been injured to prove that there is a tendency to competitive 
injury. But, unlike the seller case, it is at least a first approximation of injury 
to competition in the buyer market. There, the barrier to entry is artificially 
created by the discriminating supplier’s pricing policy. In the seller market, 
the barrier may be one of efficiency, legal under the antitrust laws, if there is 
no accompanying intent to monopolize.” 

All this serves to emphasize that monopoly power of a discounting seller 
derives from some other source than his pricing practices, and is manifested 
not by the lower price he grants, but by the higher price he is able to main- 
tain."® An order to cease and desist granting price discounts to large custom- 
ers does not eliminate monopoly power. It only denies the monopolist his full 
ability to reap its fruits. While this result is not in conflict with the under- 
lying policy of the antitrust laws, it does not advance that policy. 


” 49 Stat. 1526, §2(a) (1936), 15 U.S.C. §13a (1958). Economically, the problem may be 
quite different if there are different costs to the buyer. See J. Robinson, The Economics of 
Imperfect Competition 179 (1933). But the economic notion that price discrimination can 
be “justified” on the basis of buyer costs has never been accepted by the courts, even though 
if this were possible, there would be no price discrimination in the economist’s sense of the 
word. See Att’y Gen. Nat’l Comm. Antitrust Rep. 333-36 (1955). 

” This is particularly likely to occur under a quantity discount scheme where the new 
entrant can be expected to be smaller than existing firms. 

™ Since the price to him is part of his costs. That cost advantages create monopoly power 
is a point made most effectively by Turner, Antitrust Policy and The Cellophane Case, 70 
Harv. L. Rev. 281, 208-09 (1956). 


™ United States v. Addyston Pipe & Steel Co., 85 F. 271, 291 (6th Cir. 1898); United 
States v. Griffith, 334 U.S. 100, 107 (1948) ; American Tobacco Co. v. United States, 328 
US. 781, 809 (1946). 


™ This is not to say, however, that monopoly power is mot a necessary adjunct of price 
discrimination—the position apparently taken by the Att’y Gen. Nat’] Comm. Antitrust Law 
334 (1955). Monopoly power is the ability to exercise a positive effect on price and output 
within an industry. If competition exists, this power vanishes. A price discriminator ob- 
viously possesses such power. 
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In the seller market pro-competitive effects of a Commission order are nil. 
If potential entrants are unable to enter at the discriminatory disfavored price 
because their costs are high, ceteris paribus, they certainly will be unable to 
enter at the new single price, which will be between the highest and lowest 
prices of the discriminator and hence, less than the disfavored price.”* 

But, there are two important special cases in which inhibiting the anti- 
competitor effects of discrimination may have pro-competitive results. 

1. If buyers from the discriminator are competing, the effect of the discount 
will be to create artificial cost advantages in the favored buyers who, to the 
extent of the differential, obtain effective monopoly power. A cease and desist 
order in such a case will restore a single cost of goods in the buyer market, 
which will tend to facilitate competition. 

The difficulty with this argument is that the effect of amy discount, except 
one which is buyer cost justified, will have such an anti-competitive tendency. 
This places the courts in the paradoxical position of dismissing orders against 
seller cost justified discounts that have effects in the buyer markets which 
conflict with the clear policy of the act. The solution to this teaser is exceed- 
ingly difficult so long as the courts are bound by the wording of section 2(b). 
But, it is clear that if a discount scheme has such effects in the buyer market 
and is not cost justified in the seller market, it is properly prohibited—eco- 
nomically and legally—even though the seller is mot, as is often supposed, 
thereby stripped of his monopoly power. 

2. If the seller has monopoly power in the disfavored market, but is dis- 
counting in the favored market because it is relatively competitive, then he 
may be unable to arrive at a single price between the favored and disfavored 
prices. Instead, in order to maintain his market position in the large favored 
market, he may be forced by an order to lower the disfavored price. Thus, 
while competition, per se, in the disfavored market is not increased, the effect 
of the order is to produce a competitive-like result—i.e. increased output 
and lowered prices—without encountering the old bugaboo of economists, 
misallocation of resources. 

The difficulty with this special case is that it is a bit hard to conceive how 
it ever could arise.*® If the commodities sold by the various sellers are of 
like grade and quality within the meaning of the act, and the favored market 
is truly competitive, it is difficult to describe a situation in which the com- 
petitors in that market also would not compete in the disfavored market and 
thereby inhibit the ability of the would-be discriminator to discriminate. In 
any case, if such a situation does exist, it would be fairly easy to show within 
the limits of courtroom exactitude. 


™ This must be so, for if the single best price is somewhere outside of the differential range 
between the two discrimination prices, total net revenue to the seller could be increased by 
charging that price and discrimination is irrational. 

*% This situation is not uncommon in foreign trade, however, where the world market is 
more competitive than the national market, and the two are separated by tariffs. 
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THE PoLicy oF COMPETITION AND THE EFFECT OF 
CEASE AND Desist OrpERS ON IT 


Even if injury to competitors is not the same thing as injury to competition, 
it may be that cease and desist orders against discounters, though inadequate- 
ly justified, serve the competitive end. What is the meaning of the public 
policy of competition and what is the relationship of cease and desist orders 
to it? 

Legally and economically, competition is presumed to foster optimum allo- 
cation of our economy’s scarce resources, directing them to their most needed 
uses. Competition has been adopted by Congress as the standard of legitimate 
economic conduct in the belief that it will lead ultimately to the greatest 
possible output for a given investment of resources, and the lowest unit cost 
(to users) for each unit produced. 

Thus, the two prime economic concerns of antitrust laws are manufacturers’ 
total output and price to consumers—ultimate or intermediate.7® These two 
factors generally go hand in hand and, indeed, it is implicitly assumed by the 
antitrust laws that they always do.’* But, if increasing the total output of 
an industry (a “plus” on the antitrust scoreboard) is necessarily accompanied 
by an increase in price to some customers (an antitrust “minus’”’)—as is often 
the case in price discrimination situations—the underlying premise of the 
antitrust laws breaks down and the policy enunciated by Congress is fogged. 

It is questionable whether Congress—wrestling with the curse of monopoly 
in 1890 and 1914 and beset with the “tragic” plight of the small grocer in 
1936—ever perceived this possible (if not probable) dichotomization of goals. 
Yet Congressional faith in the desirability of increased output and decreased 
price—the fruits, it assumed, of competition—is not controvertible. Hence 
when these two ends diverge, the courts cannot waive the necessity of recon- 
ciling them and should not camouflage avoidance of this fundamental task 
with pompous utterances of sympathy for the little businessman—which, after 
all, is strictly uncompetitive. 

The discounter discriminates in orders to increase his total profits. He is 
only indirectly concerned with the impact his maximization will have on his 


* That is, of course, excluding injury to competitors. 


In fact, the equation of increasing output and decreasing price with competition was 
quite explicit as early as 1888. In that year, the following resolution by Senator Sherman 
was adopted by the Senate: “Resolved, That the Committee on Finance be directed to in- 
quire into and report . . . such measures as . . . are designed or tend to foster monopoly or 
to artificially advance the cost of the consumer of necessary articles of human life, with 
such penalties and provisions, and as to corporations, with such forfeitures, as will tend to 
preserve freedom of trade and production, the natural competition of increasing production, 
the lowering of prices by such competition, and the full benefit designed by and hitherto 
conferred by the policy of the Government to protect and encourage American industries 
by levying duties on imported goods.” 19 Cong. Rec. 6041 (1888) (emphasis added). See 
also, the material noted supra, n. 57. 
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total output and prices. Contrarily, social policy directs antitrusters to be 
directly concerned with output and price, and only indirectly with the profits 
of individual firms. Thus, if a discounter, operating within the bounds of the 
Sherman Act, can maximize his returns by increasing output and lowering 
prices to all purchasers, it is difficult to find any antitrust violation in such 
a maneuver."* If he can maximize his returns by increasing output while 
raising prices to some customers and lowering them to others, the antitrust 
solution is less certain. But, if some other public policy favors the recipients 
of reduced prices, condemnation under the antitrust laws would be incorrect. 
If cease and desist orders lead to higher prices and smaller output, economic 
welfare is impaired. The question is closer if they result in less output, but 
lower prices to some purchasers.”® 

The popular argument that while the immediate impact of an order may 
be adverse to the public in the short run, in the long run competition will be 
facilitated, is feather-weight. Since the structure of the industry dominated 
by the discriminator is unchanged, there is, ceteris paribus, no relevant short- 
run, long-run distinction. 

Thus, the only purpose Commission orders can be expected to serve in the 
seller market is the facilitation of competitive-like improvements in the eco- 
nomic well-being of the community, i.e. greater output and lower prices. 
Therefore, consideration of the economic impact of an order is necessary— 
indeed, should be determinative—before it is issued. 


EFFECT OF A CEASE AND DESIST ORDER ON PRICE 


A cease and desist order will lower price in the disfavored market and raise 
it in the favored market in most instances.*° There are two exceptions to this 


8 Of course, the existence or acquisition of the monopoly power which made such a shift 
possible well may be illegal under the Sherman Act. 


* It is theoretically possible—though practically unlikely (with the possible exception of 
instances of “dumping” domestic goods in foreign markets)—that the price to all consumers 
will be reduced when price discrimination is initiated. See J. Robinson, The Economics of 
Imperfect Competition, 204-06 (1954). 


® Economic theory teaches that a rational discriminator will never set his price after a 
cease and desist order as high as the previous highest disfavored price. See supra, n. 74. 
Morton’s response to the Supreme Court decision was simply to eliminate the quantity 
discount to favored buyers. The fact that Morton did so suggests that their pre-order price 
structure was not optimum from the standpoint of profit maximization. 

Even if Morton was rational, i.e. set its new price at the level where—within the new 
restrictions of the Commission’s order—its long run profits would be greatest, there are at 
least three possible explanations for its behavior. The first, and most likely, is that it found 
some other way to pass on lower prices to large purchasers, which it was unwilling to reveal 
to me. Secondly, it may have given large purchasers additional services for the new price, 
e.g. demonstrators, display equipment, etc., which have not yet been acted upon by the FTC 
under the provisions of section 2(e) of the act. Lastly, it may have effectively arrived at an 
intermediate price between the old high and low prices by failing to increase prices as the 
result of subsequent cost changes (e.g. a new union contract) as much as it might have but 
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rule, one being the case where the favored market is competitive.*! The other 
arises where the discounting seller has extreme declining costs. In such a case, 
if a cease and desist order leads the seller to reduce output significantly, the 
fact that his costs are now considerably higher will cause him to curtail output 
even more with the possible result, in the extreme case, that price will be 
increased in both the favored and disfavored markets. However, such an 
extreme case is unlikely to be found.** But, even when the Commission is 
confronted with the possible effect of lowering prices to some buyers while 
raising them to others, it will find no guidance as to legislative policy in the 
antitrust laws. 

It can be argued that in those cases where discrimination produces no real 
change in the degree of competition in an industry, the Commission has no 
mandate to issue a cease and desist order.§* But, where the effect of a dis- 
counting system, if unchecked, is to lessen the output of the discriminator, 
and Gross National Product, even though there is no competitive injury, this 
is a substantial and undesirable leak in effective government regulation of 
business. 

There is a “ ‘duty to reconcile’ section 2(a), insofar as the text of the Act 
permits, ‘with broader antitrust policies that have been laid down by Con- 
gress.’ ’8* If the Commission denies a discriminator possessed of monopoly 
power the ability to cash in on that power, antitrust policy is furthered. But, 
if Gross National Product is restricted without eliminating monopoly power, 
no antitrust policy—and no other legitimate public policy—is served. 

In those cases where a cease and desist order does not prevent injury to 
competition, evaluation of the order’s effect on price depends simply on 
whether the welfare of the economy is identified with the favored or the 
disfavored buyers.®® Thus, if there is no policy reason for favoring increased 


for the cease and desist order. A combination of some or all of these possibilities is not 
unlikely. 

In any case, the fact remains that Morton has never lowered its prices since 1947 and 
apparently, has passed along every increase in costs directly to the consumer through in- 
creased prices. I seriously doubt that had the Supreme Court anticipated this result, it would 
have enforced the Commission’s order. 

Generally, as to the actual effects of Commission orders, see C. Edwards, op. cit. supra n. 
2 at 251-70. 

™ Supra at 160. 


“See Smith, Survey of the Empirical Evidence on Economies of Scale, in Nat'l Bureau 
Econ. Research, Business Concentration and Price Policy, 213-30 (1955); Nat’l Bureau 
Econ Research, Cost Behavior and Price Policy, 219-63 (1943). 

“This statement is made within the frame of reference of the above analysis; not of 
current judicial interpretation where, of course, it would be preposterously naive. . 


“ Att’y Gen. Nat’l Comm. Antitrust Rep. 164 (1955). 


“In some cases price discrimination is generally thought to be desirable, regardless of 
effects on output. Thus, in the classic example, a country doctor—who is incidentally, a 
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purchases ‘by small buyers, e.g. corner grocery stores, it would seem that 
determination of the effects on output alone is sufficient for deciding whether 
or not an order should issue. 


EFFECT OF A CEASE AND Desist ORDER ON OUTPUT 


The courts sometimes seem to have assumed, correctly, that for a short 
period after a cease and desist order’s issuance, output may be curtailed be- 
cause resulting price increases to formerly favored buyers will tend to limit 
their purchases. Of course, if the new single price established is lower than 
that formerly offered disfavored purchasers, they will tend to increase their 
purchases. But, this increase may not be as great as cut-backs by formerly 
favored purchasers, the net effect being reduction of output. Indeed, this is 
likely, for the large favored buyers take a far greater percentage of the dis- 
counter’s output than do the disfavored.*® 

While the courts have been aware of possible adverse effects on consumer 
welfare of a cease and desist order, they have simply assumed that the long- 
run effect would be an output increase, because the order fosters competition. 
if the order does not foster competition, but only shields inefficient individual 
competitors from it, this assumption is invalid. For then, ceteris paribus, 
there is no distinction between the long- and short-run effects of the order and 
anticipated short-run effects must be carefully gauged if the order is to serve 
the Congressional intent of increasing output. 

It is not as important to consider the order’s effect on the amount of output 
bought by particular groups of consumers, as it is to assess the price they 
will have to pay after the order issues. Congress intended the increasing of 
net output when it passed Robinson-Patman, irrespective of who purchased 
it.57 Unlike the price to small purchasers, which Congress desired to bring 
down to that paid by large customers, it was not envisaged that the act 
would make small buyers grow large, and large grow small. 


Quantity Limits ORDERS 


Unlike the cease and desist orderee, the quantity limits orderee is not 
forced to treat all his customers as if they were in one market but may dis- 
criminate to the degree permitted by the order. But, he will not lower his 
price in the disfavored market. This is because, as a rational monopolist,® 


monopolist—might not be willing to practice in a rural community if he were unable to 
discriminate. Even in urban centers, his proclivity for charging the rich more than the poor 
is seldom seriously attacked. 

See J. Robinson, The Economics of Imperfect Competition 179 (chs. 15 and 16) (1933) ; 
and Stigler, The Theory of Price, 218-220 (1952). 


** See supra, n. 77. 


™ The assumption of rationality by economists implies simply that the sole aim of any 
individual in matters economic is profit maximization. If it is not, e.g. if he wants to set up 
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he has determined how much to produce in that market by equating the cost 
of the last unit he sells with the revenue derived by him from its sale. To 
lower the price further would force him to sell additional units at net returns 
less than their costs. Apparently, then, his best alternative, given the separate 
markets, is to raise the price in the favored market—the very result Justice 
Black thought a “. . . conceivable, though . . . highly improbable con- 
tingency.’””®® 

But the discounter has two other possible responses. First, if the quantity 
limit imposed so narrows the differential that discrimination becomes un- 
profitable to enforce—which is likely—the discounter will simply give up 
his discount system and charge one price.®® The effect of the order is then 
precisely the same as that of a cease and desist order. This is also a likely 
result if an order is issued against a geographic price discriminator. 

The more likely response is a realignment of buyer-seller relations within 
the industry. One can reasonably expect that either or both of the following 
will occur: (1) Discount groups will be reclassified to bring them within the 
order’s proscription. (2) Sellers will tend to specialize their sales, i.e. sell only 
to large favored customers, or small disfavored customers. 

The first of these possibilities is completely analogous to a cease and desist 
order’s effect, analytically. That is, it is a sort of half-way house for timid 
FTC Commissioners, afraid of the economic and political repercussions of 
total cessation of discounting. But the second is quite different. Its end prod- 
uct will mot be merely a good shaking up of the industry, leaving output and 
prices the same. Rather, the order will grant each seller additional monopoly 
strength in his own area of operation, determined by the size of the buyers 
he services.®! Sellers will be bound into their particular market by their in- 
ability to sell to other buyers at a different price. 

It is no answer to say that low price sellers will be eager to sell in higher 
priced markets even at their lower price. If this sort of competition would 
exist after the quantity limits order, it exists before the order and prevents 
competitors from granting discounts in the first place. 





a shop for his boy to operate, collect gold medals, etc., then evaluation of his methods leaves 
the province of economics and the economist is voiceless. This assumption i.e. that “business 
is business,” is basic to this analysis and at least for this writer is not too difficult to swallow. 
Compare, Lauterbach, Men, Money and Motives (1954) ; Katona, Psychological Analysis of 
Economic Behavior (1951). 


“ FTC v. Morton Salt Co., 334 U.S. 37, 50 (1948). 


” The likelihood of this result stems from the considerable expense borne by most discrim- 
inators in policing their markets so as to prevent favored customers from reselling to dis- 
favored customers. 


“ Cf. Rowe, op. cit. supra note 2 at 973; J. P. Miller, Unfair Competition 170-71 (1941). 








THE JOURNAL OF LAW AND ECONOMICS 


CONCLUSION—A DISCLAIMER AND DEFENSE 


Frederick Rowe has concurred in a major thesis of this paper, that Robin- 
son-Patman is blind “to economic consequences.”** He, however, goes far 
beyond this criticism, arguing that ‘“‘[t]he Sherman and Federal Trade Com- 
mission Acts should prevent price discrimination clearly harmful to competi- 
tive public policy. . . . The Robinson-Patman Act . . . is both antithetical 
to antitrust policy and unnecessary for antitrust enforcement.’®* His con- 
clusion echoes the plaintive words of one judge, who said, “Sometimes | 
doubt whether we ever needed the Robinson-Patman law, with all its elusive 
uncertainty. I have thought that the Sherman Act, properly interpreted and 
administered, would have remedied all ills meant to be cured.”* 

Critics of Robinson-Patman will be quick to note that many of the argu- 
ments herein presented would be applicable in arguing for its demise. But, 
this was not the writer’s intent. 

The fundamental purpose of anti-price discrimination legislation—rightly 
or wrongly—is to protect individual, small businesses, i.e. competitors. The 
public policy which forms the foundation for this notion is self-contained 
and will stand alone without bolstering from the concept that competition is 
thereby facilitated. I have no doubt that Congress would have passed an 
anti-chain store act in 1936 even if “strengthening competition” and “sup- 
plementing the antitrust laws” had never been mentioned. 

Indeed, it well may be that more often than not, protection of competitors 
and preservation of competition are antithetical. Moreover, tampering with 
one will inevitably lead to an effect on the other. But, if one accepts pro- 
tection of the “little fellow” as a powerful public policy, the problem is one 
of harmonizing, not repealing. 

It no doubt will be objected that this paper’s thesis does not harmonize, 
but rather only translates Robinson-Patman into an unnecessarily compli- 
cated image of the Sherman Act. Protection of the individual is completely 
lost sight of. Such criticism is not entirely fair, however, for I have argued 
that Commission and courts must realistically evaluate the effect of a cease 
and desist order on competition as they go about their task of protecting 
individual competitors, mot that they should ignore harm to competitors. 
Without such evaluation rational choice between competitor protection and 
competition preservation cannot be made where the two conflict. Sherman 
and Clayton Act case learning provides no guide for such a decision. 

In sum, the paper now ended has been premised on the implicit assump- 
tion that so long as Robinson-Patman exists, learning to live with it in an 
enlightened manner is a desirable, necessary goal. 


* Rowe, op. cit. supra note 2 at 975. 
* Id. at 974. And see Edwards, Maintaining Competition 169-70 (1949). 


™ United States v. New York Great Atlantic & Pacific Tea Co. 67 F. Supp. 626, 676 (E.D 
Ill. 1946). 
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